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Measurement Error and Statistical 
| Sampling i in Auditing: The 
Potential Effects 


John c Anderson and James M. Kraushaar 


ABSTRACT: The auditing profession, in its use of existing statistical estimators and statisti- 
cal procedures, has been assuming implicitly that the effect of nonsampling error on these - 
estimators and procedures is negligible. This study investigates the potentia! effect of one type of 
nonsampling error, errors of measurement on the part of the auditor, on the behavior of alterna- 
tive estimators and statistical sampling procedures in a Monte Carlo simulation study. The results 
indicate that the potential existence of independently occurring measurement error can signifi- 

- cantly affect the auditor's statistical results and that the actual warranted level of confidence. 
obtained by a Statistical procedure may often be far below the desired MS of confidence. 


| ECENT studies by Neter and Loeb- 
R becke [1975], Ramage, Krieger, 


and Spero [1979], and Johnson, : 


Leitch, and Neter [1981] have provided 
some insight as to the characteristics of 
errors in audit populations. In these 
studies, an error was considered to be the 
difference between the book value of an 
audited unit and the auditor’s value. for 
thesame unit. Thistreatment is consistent 


with the statistical procedures used in. 


` auditing practice and recent research on 
the use of statistical sampling in an 
auditing context. This approach, unfor- 
tunately, does not allow for a distinction 


to be made between nonsampling error. 


on the part of the auditor and an error on 
the books of the audited entity. There- 


fore, these two components of error have 


essentially been treated as one and attrib- 
uted to the latter component, book error. 

The auditing profession's approach 
has been to attempt to minimize the 
actual occurrence of nonsampling error. 
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The AICPA’s Auditing Standards Board 
has issued several Statements on Auditing 
Standards (SAS) that in part prescribe 
procedures intended to accomplish the 
reduction of one or more types:of non- 
sampling error. These include SAS No. 
22, Planning and Control; SAS No. 25, 
The Relationship of Generally Accepted 
Auditing Standards to Quality Control 
Standards; SAS No. 39, Audit Sampling; 
and SAS No. 41, Working Papers. 
Research on the use of statistical sam- 
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pling includes investigations of thebehav- 


jor of alternative estimators when applied 
to audit populations by Stringer [1963], 
Anderson and Teitlebaum [1973], Kaplan 
[1973], Neter and Loebbecke [1975, 
1977], Garstka and Ohlson [1979], Frost 
and Tamura [1982], Duke, Neter, and 
Leitch [1982], and Matsumura and Tsui 


[1982]. In addition, there has been exten- 


sive work by Kaplan [1975], Garstka 
[1977], Fienberg, Neter, and Leitch 
[1977], Neter, Leitch, and Fienberg 
[1978], Reneau [1978], Lillestol [1981], 
Leitch et al. [1981, 1982], Menzefricke 
[1983], Dworin and Grimlund [1984], 
McCray [1984], and others on the merits 
of alternative statistical procedures in an 
auditing context. However, there has 
been little consideration of the potential 


effect(s). of nonsampling error on these. 


estimators or on the appropriateness of 
the alternative statistical procedures. 
While estimators and new statistical pro- 
cedures are still being developed and 
evaluated to handle the many unique and 
diverse accounting populations, the con- 
sideration of this additional error term, 
nonsampling error, appparently has been 
deferred. 

The omission of nonsampling error in 
the previous research is probably due to 
many interrelated factors, including diffi- 
culties in assessing the effect and signifi- 
cance of nonsampling error on the results 
of statistical tests. As noted by Cochran 
[1968, p. 665] regarding one type of non- 
sampling error: **Errors of measurement 
can sometimes seriously vitiate most stan- 


dard statistical techniques and at other ` 


times have only trivial effects.” In addi- 
tion, the introduction of another error 
term, representing nonsampling error, 
can complicate the assumed situation and 
make it difficult to derive appropriate 
statistical models that incorporate this 
nonsampling error.. 

Cochran [1977, p. 359] identified three 
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types of nonsampling error: 


(1) Failure to measure some of the 
units in a chosen sample (in survey 
work, this is commonly termed 

_ nonresponse error); | 

(2) Errors of measurement on a unit; 
and 

(3) Errors introduced in editing, cod- 
ing, and tabulating the results. 


This paper investigates the potential 
effects of one type of nonsampling error, 
errors in measurement on the part of the 
auditor, on the behavior of some statisti- 
cal estimators and the appropriateness of 
certain statistical sampling procedures in 
a Monte Carlo simulation study. The 
results indicate that the introduction of 
independently occurring measurement 
error can significantly affect the behavior 
of these statistical estimators and affect 
the inferences that may be made by the 
auditor. This finding suggests that an 
adjustment of the statistical procedures 
used in auditing should be made to 
account for measurement error, and that 
the research into alternative estimators 
and statistica] procedures is far from 
complete. 

Succeeding sections develop the mea- 
surement error concept, including a dis- 
cussion of related factors, and describe 
the simulation, which includes the seed- 
ing of both book value errors and audit- 
ing measurement errors. Then the results 
of the simulation and the various tests are 
described and discussed. The final section 
provides the conclusions and implications 
of this study. 


MEASUREMENT ERROR 


The use of statistical sampling in audit- 
ing has generally assumed that the book 
value of the /^ sampled unit, y,, is the sum 
of the true value, x;, and some error term, 
e: — 

yi-Xite;. 


Anderson and Kraushaar 


The error term, €, contained in the ` 


recorded book value of the i sampled 
unit, can be and is equal to zero for most 
sampled units in many accounting popu- 
lations. The sampling tests and proce- 
dures used by the auditor are intended to 
provide a basis from which the auditor 
may make inferences about the sampled 
accounting population. The occurrence, 
magnitude, and direction of non-zero 
book errors in a sample affect the infer- 
ences that can be made. 

. In this study, we also explicitly assume 
that the audited value, z4, of the j^ 
~ sampled unit is the sum of the true value, 
x;, and another error term, e;': 


Zi =X;+e/ 


This error term, ei represents the 
auditor’s measurement error, which may 
be equal to zero, or may be equal to the 
book error, e, for the same unit, or may 
have some other value. 

One would expect that the auditor' S 
measurement error, e;, would be zero for 
most sampled units. However, it is also 
expected that measurement error will be 
‘nonzero for some sampled units. No 
matter how professional and how quali- 
fied an auditor is, it 1s difficult to presume 
perfection in the conduct of an audit. 
Indeed, the tasks necessary to attain 
` perfection in an audit may be extremely 
costly or time-consuming. The use of 
statistical sampling to make inferences 
about an accounting population is itself 


an example of the consideration of cost 


versus acceptable risk on the part of an 
auditor. 

. The previous research (and existing 
statistical sampling tests and procedures) 
implicitly treat the audited value as the 
true value. Therefore, the difference 
between the book value, v», and the 
audited value, Z; is. considered the only 
error term (the discrepancy or audit 
error). In our framework, this difference 
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will be called the perceived audit error, 
i 


Me Ze 
—(x; Led — (x; t ei) 
=e,—e/ 


Thus, statistical estimators and tests used 
in auditing practice and those suggested 
in previous research have been designed 
to consider only e;, book errors, but use 
data containing E; the perceived audit 
errors. This is only appropriate if there is 
no auditor's measurement error (e;—0) or 
if the auditor's measurement error has a 
negligible effect on the inferences made 
from the statistical tests. 

This study of the potential effects of 
measurement error on statistical estima- 


tors and the appropriateness of alterna- 


tive statistical procedures implicitly con- 
siders the conditions that determine when 
this assumption can (or cannot) be made. 
If auditing measurement error exists (or 
if there is a probability of its existence), 
then the factors to be considered in 
addressing this issue include: 


1. The frequency and distribution of 
the underlying true accounting pop- 
ulation, x;, being investigated. The 
accounting populations being au- 
dited are very diverse as to the mag- 
nitude of the aggregate population, 
the number of subaccounts, and the 
distribution of these subaccounts. 
The only commonly acknowledged 
attribute of these accounting popu- 
lations is that of high positive 
skewness. 

2. The frequency and distribution of 
book errors, e, contained in the 
audited entity’s records for these 
accounting populations. Once 
again, there is considerable diver- 
sity. Some accounting populations 
contain book errors that are almost 
all overstatements. Some are domi- 
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nated by. 100 percent overstate- 
ments. Others either have more 
symmetrically distributed book 
errors or are dominated by under- 
statements. 

3. The frequency and distribution of 


the auditor's measurement error, ez. — 


The nature of this measurement 
error is, at present, largely supposi- 
tion. However, the existence of 
some auditing measurement error 
should be acknowledged. 

4. Any confounding association be- 
tween the frequencies and distribu- 
tions of auditing measurement 
error, book error, and the under- 
lying true accounting value. 


Full analysis and understanding of 


these factors is further confounded by the ` 


additional complexities involved in 
obtaining suitable data and modeling the 
accounting populations found in actual 
practice. The data available for analysis 
are limited and, at present, are largely 
sample data. Attempts to isolate the mea- 
surement error element contained in these 
data have not, heretofore, been reported. 
There is an absence of prior work in the 
area of auditing measurement error. 
From Cochran's [1968, p. 637] per- 
spective, there are four potential aspects 
of the errors of measurement problem: 


(1) The types of mathematical models 
that have been used to represent 
errors of measurement. 

(2) The extent to which errors of mea- 
surement are automatically taken 
into account in the standard tech- 
niques of analysis and the extent to 
which these methods become errone- 
ous and misleading if certain types of 
errors are present. 

(3) The amount of harm done by errors 
of measurement, from the viewpoint 
of the investigator, in producing 
unsuspected biases or reduced pre- 
cision, and the remedial procedures 
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that are available to avoid these 
undesirable consequences. - 

(4) Techniques for the study of errors of 

measurement. 

This study is an initial inquiry into the 
second and third aspects of the problem 
and should provide some additional in- 
sights as to the potential effect that the 
auditor's measurement may have on the 
behavior of statistical estimators and the 
possible misestimation of auditing risk 
concurrent with using alternative dollar- 
unit sampling estimators. 

It is impossible to incorporate in one 
study all the possible sets of conditions 
that may exist in the accounting popula- 
tions found in practice. One assumed 
condition in this study is that the 
Occurrence of measurement error is inde- 
pendent of that of book error. This 
assumed condition is consistent with the 
notion that the auditor has made an 
independent assessment of the true value 
for the sampled units. Later studies can 
consider . departures from this assump- 
tion. 

This study also assumes that the fre- 
quency of auditing measurement error is 
not greater than that of book errors. 
There are no known studies in this area of 
research and there is little known about 
the rate or distribution of auditing mea- 
surement error. Given the expertise of the 
practicing accountant, the assumption 
should be reasonable in many instances. 
If it is not a reasonable assumption and 
auditing measurement error does have a 
potentially significant effect at the 
assumed rates, then it should also be 
important at higher rates. 

The distributional characteristics 
assumed in the study were patterned after 
two previously studied accounts receiv- 
able populations. These populations are 
disparate in nature and appear to be 
representative of some populations 
reported by Neter and Loebbecke [1975] 
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TABLE 1 
RELATIVE FREQUENCIES FOR THE STUDIED SITUATIONS 


Studied Situation I o 2 


Book Error (ej) 
Relative Frequency 10 10 
Measurement Error (e) 
Relative Frequency ` .10 .02 
Perceived Error (E) 

Relative Frequency** .19 .118 


3 4 5 
.03 .03 di 
02 is ote 
0494 .0397 .0199 


* It should be noted that, when the relative frequency of measurement error in a population equals DI. a mu 
of 100 drawn from that population would be expected to contain one auditing measurement error on average. 
** Prob (Ej) - Prob (ej) + Prob (ej) — Prob (ej) x Prob (e/) when the Book Errors and Measurement Errors Occur 


. independently. 


and Johnson, Leitch, and Neter [1981] to 


occur in practice. The populations are 
more fully described in the succeeding 
section. 


THE SIMULATION 


For this study, four basic accounts 
receivable populations, designated as the 
A, A’, B, and B’ populations, composed 
of 2,000 accounts each, were developed. 
These basic populations were patterned 
after two book value populations, #1M 
and #4, described in Neter and Loebbecke 
(NL) [1975], using two different error 
seeding algorithms. Populations A and 
A', patterned after NL population 
#1M, are examples of positively skewed 
accounts receivable populations with 
both book overstatements and under- 
statements. Populations B and B’, pat- 


terned after NL population #4, are ` 


examples of positively skewed accounts 
receivable populations with only over- 
statements. 

Neter and Loebbecke [1975] provided 
the distributional data and major charac- 
teristics for populations £1 and #4 in 
Table 2.1 [p. 12] and Table 2.12 [p. 26], 
respectively. They also developed a 
modified population, 71M, by deleting 
some large accounts in population #1 that 


would likely be examined on a 100 percent 
basis. Population SIM ‘‘represents that 
segment of the total population that an 
auditor will likely subject to sampling" 
[Neter and Loebbecke, 1975, p. 16]. The 
frequency distribution information for 
the modified population, 71M, and pop- 
ulation #4 was used to randomly generate 
this study’s basic populations, A, A’, B, 
and B'. 

Representative study populations are 
derived from the basic populations, A, 
A’, B, and B',inamanner similar to that 
of Neter and Loebbecke. The study popu- 
lations were designed to represent situa- 
tions where book errors, ei, occurred at 
several rates (.10, .03, and .01) and mea- 
surement errors, e;', occurred indepen- 
dently at several rates (.10, .02, and .01). - 
Table 1 describes the desired relative fre- 
quencies for book error, auditing mea- 
surement error, and the resultant per- 
ceived audit error for these ee 
studied situations. 

As shown in Table 1, two book error 
rates, .10 and .03, provide study popula- 
tions that are representative of some pop- 
ulations reported by Neter and Loeb- 
becke [1975] and Johnson, Leitch, and 
Neter [1981]. Since an auditor may elect 
to examine account populations with 
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high error rates on a 100 percent basis, 
higher book error rates were not con- 
sidered. The studied situations are repre- 
sentative of those account populations 
that are subjected to statistical sampling 
and where there would be a strong likeli- 


hood of reliance on the results of this 


sampling. 


Table 1 also identifies the two mea, 


surement error rates that were selected for 
each book error rate. One is relatively 
high compared to the assumed book error 
rate and another is relatively low. This 
combination of two book error rates and 
two measurement error rates provided 
four studied situations. In addition, a 
fifth studied situation with .01 book error 
rate and a .01 measurement error rate was 
generated to provide a situation similar to 
that discussed by Kaplan [1973, 1975] and 
Neter and Loebbecke [1975], where a 


scarcity of errors in an accounting popu- - 


lation can be.a problem for some of the 
statistical. estimators used (or recom- 
mended for use) in sampling applications 
by auditors. 

The development of these study popu- 
lations relied on the distributional data 
for errors provided by Neter and Loeb- 
becke for their populations #1M and #4. 
In generating errors for the population A 
and A’ study populations, the maximum 
(minimum) for each error pool was 
increased (decreased) by ten percent from 
that described for NL population 71M, 
and a triangular distribution was assumed 
for each error pool.' The error distribu- 
tion information given for NL population 
#4 in Neter and Loebbecke [1975, Table 
2.13, p. 28] was in tainting form, (book 
value — audit value)/book value, and was 
characterized by all overstatements with a 
mode at 100 percent overstatements. This 
tainting distribution was used in generat- 
ing study populations for population B’. 
This same distribution was modified (or 
halved) to obtain a distribution of all 
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overstatements with a mode at 50 percent 
for the purposes of generating study 
populations for population B. 

As mentioned above,. two different 
methods of generating study populations 
were used. To obtain the study popula- 
tions for basic population A, both book 
errors, e, and independently occurring 
measurement errors, e;', randomly 
drawn from the error pools mentioned 
above, were seeded at the desired rates to 
true values, x;, patterned after NL popu- 
lation 71M. This process provided a set 
of book values, y;, and audit values, zi, 
for each study population of basic popu- 
lation A. 

. To obtain the study populations for 
basic population A’, perceived errors. 
(book value—audit value), E;, randomly 
drawn from the error pools, were seeded 
at the desired rates to the book values, 
ys patterned after the NL population 
#1M. This process provided a set of 
audit values, Z, for each study popula- 
tion of basic population A’. True 
values, x;, were then obtained for these 
study populations relying on the inde- 
pendence of occurrence assumption and 
the fact that a perceived error, Æ, is the 


- result of a book error, e, and/or.a mea- 


surement error, e;'. As previously shown, 
E i7 0; — €i f 


The perceived errors (book value — audit 
value), E; were randomly attributed to- 
book error, e, and/or measurement 
error, e", at the appropriate rates speci- 
fied in Table 1 for each study popu- 
lation. When book errors and mea- 
surement errors are assumed to occur 


! Information as to the exact shape of the error distri- 
bution in each error pool for NL population 71M was 
not available. However, information as to the mini- 
mum, maximum, and mean for each error pool was. 
provided in Neter and Loebbecke [1975, Table 2.2, p. 
15]. The triangular distribution allows us to 
approximate the distribution for each error pool from 
the given information. 
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. independently, there will. be a smal 
percentage of the time that both occur 
simultaneously. In this instance, it was 
necessary to obtain a randomly drawn e, 
from the same error distribution and 
. then determine both ei and the true 
. value, x;. 
In the first method of deriving study 
populations, the true value distribution 


is taken as given and both book errors - 


and measurement errors are seeded to 
obtain the book values and audit values. 
The perceived error then can be deter- 
mined. In the second method, the book 
value distribution is taken as given and 
the perceived errors are seeded to obtain 
‘audit values. These perceived errors are 


then randomly attributed to underlying. 


book errors and/or measurement errors, 
and true value is determined. The first 
. method is consistent with the idea that 
two independent assessments of the true 
value of a sampled item are being made. 
These assessments are sometimes in error 
and the perceived audit error is the re- 
sult. The second method is consistent 
with the observed or perceived error dis- 
tribution reported by Neter and Loeb- 
becke [1975] and can be viewed as a pro- 


cedure that attempts to deduce the book. 


errors and measurement errors that 
could have created this perceived error 
— distribution. ~ 

The major characteristics. of the gener- 
ated values for each of the studied situa- 
tions based on. populations A and A’ 
were examined and compared. The book 
value, audit value, and true value char- 
acteristics for the studied situations were 
remarkably similar.and did not seem to 
reflect any of the differences that had 
been seeded into the data. The difference 
in error rates and.method used to gener- 
ate the study populations appeared to be 
“obscured. This would indicate that a 
simple examination of book value char- 
acteristics does not necessarily assist the 
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auditor (or the researcher) in making ac- 
curate inferences as to the frequency and 
distribution of errors contained in the 
book populations. These book values, 
audit values, and true values have char- 
acteristics similar to the book distribu- 
tions presented by Neter and Loebbecke 
[1975] and those described in Johnson, 
Leitch, and Neter [1981] and Ramage, 
Krieger, and Spero [1979]. 

The study populations for basic popu- 
lations B and B’ were generated in a 
manner similar to that used for the study 
populations of basic populations A and 
A’. The process of generating the study 
populations for population B was the 
same as that used for population A study 
populations. Book errors, e,, and inde- 
pendently occurring measurement errors, 
er, were randomly drawn from the 
modified distribution mentioned pre- 


-viously and seeded at the desired rates to 


the true values, x; patterned after the 
book value distribution even, for NL 
population #4. 

The study populations for opum 
B' were generated by the same method 
as that used to generate the study popu- 
lations for population A’. Perceived 
errors, E, randomly drawn from the 
original tainting distribution for NL 
population #4, were seeded at the desired 
rates to. book values, y, patterned after 
the NL population #4. This procedure 
provided a set of audit values, z,, for 
each study population of basic popula- 
tion B’. The perceived errors, E;, were 
randomly attributed to book error, e; 
and/or measurement. error, e;', consis- 
tent with the independence of occurrence 
assumption and the desired rates speci- 
fied in Table 1 for each study popula- 
tion. 

In the first method, the true value is 


_ given, and both the book errors and 


measurement errors consistent with all 


perceived overstatements and a mode at 
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50 percent overstatement tainting were 
seeded into the data.* The second 
method assumes the book value is given 
and.that this book value distribution 
contains apparent taintings which are all 
overstatements with a mode at 100 per- 
cent overstatements. The major charac- 
‘teristics of book values, audit values, 


and true values for the study populations | 


of basic populations B and B' were 
remarkably similar and did not seem to 
reflect any of the differences in errors 
that had been seeded into the data. 
These book value, audit value, and true 
value characteristics agreed quite closely 
with those prescribed by Neter. and 


Loebbecke [1975] and those described in 


Johnson, Leitch, and Neter [1981] and 
Ramage, Krieger, and Spero [1979]. 


Tables 2A and 2B present the major ` 


characteristics for the seeded book (e), 
measurement (e;’), and perceived (£;) 
errors for each of the studied situations 
of basic populations, A, A’, B, and B'. 
It should be noted that, in the generation 
of the studied situations for popula- 
tions A and A’, an implicit assumption 
has been made that auditing measure- 
ment error will be composed of both 
. Overstatements and understatements 
when the books contain both types of 
misstatements. Also, in the generation of 
the studied situations for populations B 
and B', the perceived error (book 
value — audit value) was designed to be 
composed of all overstatements. As a 
direct result, the auditing measurement 
errors generated for the studied situations 
of populations B and B' are dominated 
by understatements. ! 

These differences, and differences 
created by randomness, different seeding 
frequencies, and generation method are 
readily seen. While the distributions of 
measurement error for the studied situa- 
tions of populations A and A’ are not 
considered skewed, a consistent differ- 
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ence is noted in the sign of both the mean 
amount and the total amount of mea- 
surement error between these two groups 
of studied populations. In addition, dif- 
ferences created by the two different 
tainting distributions used in generating 
the errors that were seeded to the study 
populations of basic populations B and 
B' are apparent. We find that the distri- 
butional characteristics (other than fre- 
quency) of these groups of studied situa- 
tions are distinctly different from each 
other. Therefore, the study populations 
created are similar to book value popula- 
tions reported to exist in practice, with 
differences in seeded errors useful for 
assessing the potential effects of 
measurement error on statistical esti- 
mators. 


Summary of Simulation Procedures 
Step 1 of the simulation procedure, 

generating an empirical population of 

2,000 accounts with corresponding true, 


book, and audit values for each studied 


situation, employed two distinct meth- 
ods. The first method used to generate 
the studied situations for populations A 
and B involves three distinct stages: 


A. Create population(s) of 2,000 true 
account values (x;) patterned after 
the distribution statistics given by 
Neter and Loebbecke [1975]. 

B. Given the assumed distribution of 
true account values (xj), create 
book values (y;) by seeding in 
book errors (e;) as: 


Ji Xit e, 


? An actual overstatement of 100 percent requires a 
true value of zero. The method used to generate study 
populations for basic populations A and B seeded errors 
to given populations of nonzero true values. The use of 
the modified distribution provides study populations 
that appear representative of some account populations 
occurring in practice and that are alternatives to the 
study populations generated for population B”. 
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C. Given the assumed distribution of 


true account values (x;), create 
audit (LG) values by seeding in 
audit errors (@;,’) as: 


Zi =X; e; 


The second method used to generate 
the studied situations for populations A ’ 
and B’ also involves three stages: 


A. Create population(s) of 2,000 book 


values (y;) patterned after the dis- 
tribution statistics given by Neter 
and Loebbecke [1975]. 


. Given the assumed distribution of 


book values (y:), create audit 
values CG) by randomly selecting 
perceived audit errors (£;) as: 


Zz:=y:— Ei 


. Given the book values (y;), the 


perceived audit errors (£;), and 
the audit values (z;), determine the 
book errors (e;), the measurement 
errors (el, and true account 
values (x,) by randomly attribut- 
ing the perceived error (Ei to 
underlying book errors (e;) and/or 
measurement errors (e;’) at appro- 
priate rates. 


Bee e; 


Step 2 for all populations involves 
taking a sample of 100 accounts from a 
studied situation population generated in 
step one using dollar-unit sampling 
procedures. 


A. Create a cumulative book value 


B. 


index for population of.accounts; 
Randomly select a number, 


. RNDX, from one to total book 


C. 


value; 


. Select the itaun whose cumula- 


tive book index is just z RNDX; 
and  — 


. Repeat B and C (immediately 
above) until a sample of 100 ac- 


counts has been selected. 
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Step 3 estimates the total audit value 
of all 2,000 accounts based on the sample 
of 100 using various statistical estimators 
as follows: 


A. Dollar Unit Mean Per Unit (MPU) 


expansion estimator, mpv, as de- 
scribed in Neter and Loebbecke 
[1975]: 


Župu= un? >, a 


i=l 


where Y is total book amount for 
all accounts and y; and z; are the 
book and audit amounts, respec- 
tively, for the Ph account in the 
sample of size n. 


The standard error for this MPU 
estimator is: 


$2, ,,7 Y$,/ 4n 


where S, > (r—Fy/(n -1) 


and  r,2z/y, r;-l/n XS ri. 


Cl 
The confidence interval is con- 
structed 
ZurtZ5 A 


eben Z is the standard normal de- 
viate for the desired confidence 
Jevel (90 percent in our study). 


. Garstka-Ohlson [1979] .estimator 


(GO) of total audit value is 
Se E 


The standard error for this GO 
estimator is 


S Zco “7 S ZMPU-* 
The confidence interval is con- 
structed 
Zen zn Cyn S360 
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where Cm,» is the Garstka-Ohlson 
deviate for the desired confidence 
level calculated as follows: 
C. n 


[oem i " mn In 
m n-m 


where m is the observed number of 
errors in the sample, Pu(1—0o,m) 
is the 1 — o upper confidence limit 
for the binomial parameter P 
(error rate) when m errors are 
Observed in the sample, and 7 is 
the sample size. 


C. Combined attribute and variable | 
(CAV) estimator of the upper 


and/or lower bound for total 
audit value involves two possible 
variations, as described by Bailey 
[1981] and others. 


(1) For over- and understatement 
populations (i.e., populations 
A and A’ in our study), 


(a) Ze = 


-Y E AEG 


Jt 


where Yis total book value for . 


all N (2,000 accounts) and 
EJ) -7Q;—- zy 


for the j^ account in error. 
The E,(j) are overstatement 
taintings ranked from largest 
to smallest and A(/) are error 
adjustment factors as pre- 
sented in Arens and Loeb- 
becke [1981, p. 297]. J is the 
total number of over state- 
ments. 


(b) Similarly, 
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T Za | 
J T l 
i b AEG) 


where EJ) are the under- 
statement taintings ranked 
from largest absolute value to 
smallest. — 


(2) For overstatement only popu- 
lations De, populations B and 
B’ in our study), — 


(2) Zev, = 


ei? p ADEO 


Zei 
(b) Zuaw—Y — 
D. Dworin-Grimlund [1984] esti- 


. mator (DG) was calculated for 
. population B as follows: 


(a) Zoe zz Y - Y CB, 


where the confidence bounds, 
CB,, are as defined in Dworin 
and Grimlund [1984, p. 222] 
with a=.10. 


(b) 255 Y 


Step 4 determines if the known (for 
our simulation study) total true value 
(and total audit value) has been correctly 
captured in each of the four intervals 
(MPU, GO, CAY, and DG).*. 


3'The estimators selected are representative of the 
many alternative estimators used in practice and/or sug- 
gested in the literature.: At this time, there is no sta- 
tistical estimator that is deemed ideal for all auditing 
situations. While the dollar-unit mean per unit (MPU) 
estimator has some advantages over the other estima- 
tors, this estimator has been criticized as not being reli- 
able at very low error rates [Neter and Loebbecke, 1975 
and others]. The GO estimator is a suggested improve- 
ment, having reported advantages at low error rates 
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Step 5 repeats steps 2, 3, and 4 500 
times. This step is necessary to assure 
that reasonably precise estimates of the 
actual confidence levels were obtained. 
The selection of the number of replica- 
tions was made after applying an algo- 
rithm suggested by Arkin [1974, p. 84] 
for a binomial event to some initial runs 
of the simulation. 

Finally, step 6 involves the analysis of 
the confidence bounds based on 3500 
samples, each of size 100. This analysis 
involves studied situation data for popu- 
lations A, A’, B, and B' as to: 


A. The percentage of MPU, GO, 
CAV, and DG limits that correctly 
captures the true total value to ob- 
tain an actual level of confidence 
and, for comparison, the percent- 
age of each limit that correctly 
captures the total audit value to 

. Obtain the apparent level of confi- 
dence; 


. B. The mean, standard deviation, co- 


efficient of variation, minimum, 
and maximum CA V and DG inter- 
vals. 


In any Monte Carlo simulation study, 
there is a concern that the data and/or 
decision rules may seriously bias the re- 
' sults and lead to unwarranted findings. 
As a foundation for the development of 


studied situations, this study employs the . 


previously reported distribution data of 
two disparate accounts receivable popu- 
lations, said to be representative of some 
account populations existing in practice. 
There is little known bias that necessarily 
results from this choice of a simulation 


data basis. In addition, the simulation . 


procedures described above are as un- 
complicated as possible, to ensure 
against any unnecessary decision rule 
effect on reported results. 
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SIMULATION RESULTS 


Tables 3A and 3B present the results 
of the replicated sampling procedure, de- 
scribed in the previous section, for each 
studied situation of populations A and 


. A’ and populations B and B’, respec- 


tively. In these tables, the proportion of 


intervals, using the MPU, GO, CAV, 


and GD estimators, containing the total 
true underlying population value and, 
hence, deemed actually correct, is re- 
ported. This porportion is an estimate of 
the appropriate (or actual) degree of 
confidence that the true value will be 


: within the intervals, which were con- 


structed for a desired 90 percent level of 
confidence. The standard error, in pa- 
rentheses, provides information about 
the achieved precision of this proportion 
of actually correct intervals. For com- 
parison, the proportion of intervals 


using the same estimators, containing 
the total audit population value, and 


therefore perceived correct, is reported, 
and a difference bétween this perceived 
proportion correct and the actual 
proportion correct is calculated and re- 
ported.‘ 

As reported in Table 3A, the perceived 
correct proportion for the MPU esti- 
mator is frequently (eight of the ten 
studied situations) less than the desired 
level of confidence for the populations A 





[Garstka and Ohlson, 1979]. On the other hand, the 


.commonly used CAV technique is considered excellent 
` at low error rates but is criticized as being overly con- 


servative with excessively large bounds [Neter and 
Loebbecke, 1975 and others]. Recently, the DG esti- 
mator has been developed and is said to have the advan- 
tage of being less conservative, with more appropriate 
bounds relative to the bounds of the CAV technique 
[Dworin and Grimlund, 1984]. 

* We also performed the analysis using study popula- 
tions patterned after Neter and Loebbecke's population 
#1. The results were similar to those reported for popu- 


 lations A and A’, patterned after Meter and Loebbecke's 


population Z1M. 
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and A’. This result is consistent with. 


results previously reported by Neter and 
Loebbecke [1975] and others. Further, 
the actual correct proportions for this 
MPU estimator are all lower than the 
perceived correct proportions for the 
five studied situations of population A. 


In four of the five studied situations, this _ 


difference was found to be significant 
using the dependent sample test of 
McNemar [1947]. The actual correct 
proportions in these studied situations, 
#2, #3, #4, and #5, are far below the 
desired level of confidence. The actual 
correct proportions: for this MPU 
estimator are all higher than the per- 
ceived correct proportions for the 
studied situations of population A’. 
These differences were found to be sig- 
nificant for all five studied situations of 
population A’. Thus, the effect of mea- 
surement error on the behavior of a sta- 
tistical estimator (in this case, the MPU 
estimator) is found to be significant. 
However, the direction of the effect (the 
difference between the perceived propor- 
tion correct and the actual proportion 
correct) depends on the population being 
studied. | 

The GO estimator appeared to perform 
better relative to the MPU estimator in 
the studied situations for both popula- 
tions A and A’. The perceived correct 
proportions for the GO estimator were 
closer to (or higher than) the desired level 
of confidence for all studied situations. 


While the actual correct proportions for ` 


the GO estimator for the studied situa- 
tions of population A were all lower than 
the perceived correct proportions, this 
difference was less than that reported for 
the MPU estimator. In three of five situ- 
ations of population A, this difference 
between actual correct and perceived cor- 
rect proportions was found to be signifi- 
cant. Consistent with the results reported 
for the MPU estimator, the proportion 


The Accounting Review, July 1986 


actually correct was higher for all studied 
situations of population A’ than the per- 
ceived correct proportions and was sig- 
nificantly higher in four of the five situa- 
tions. While the GO estimator may have 
an advantage at lower error rates over the 
MPU estimator [Garstka and Ohlson, 
1979], both MPU and GO estimators per- 
formed poorly at the low error rates in the 
study situation #5 of both populations A 
and A’. This observation is consistent 
with Tamura’s [1985] finding that the 
performance of the GO estimator at low 
error rates can depend on the character- 
istics of the population being sampled. In 


. general, the GO estimator appeared to be 


more robust and was less affected by mea- 
surement error than the MPU estimator. 

As shown in Table 3A, the perceived 
correct and actual correct proportions for 


. the Combined Attribute Variable (CA V) 


bound technique were 100 percent for all 
studied situations of populations A and 
Ai. Similar results for the CA V technique 
are reported in Table 3B, where the per- 
ceived correct and actual correct propor- 
tions for the studied situations of popula- 
tions B and B' are found usually to be 100 
percent and always well in excess of the 


desired level of confidence. These results 


indicate that the CAV bound is overly 
conservative, and are consistent with pre- 
vious findings reported by Neter and 
Loebbecke [1975], Dworin and Grimlund 
[1984], and others. While some of the 
actual correct proportions were found to 
be significantly different than the per- 
ceived correct proportions, these bounds 
were so broad (conservative) that the exis- 
tence of measurement error did not cause 
the proportion actually correct to fall be- 


low the desired level of confidence. 


As shown in Table 3B, the perceived. 
correct proportions for the MPU 
estimator in eight of the ten studied situ- 
ations of populations B and B' are lower 
than the desired level of confidence. The 
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actual correct proportions are lower than 
the perceived correct proportions. in 
. seven of the ten studied situations for 
populations B and B'. There is a signifi- 
cantly lower actual correct proportion 
than perceived correct proportion in 
studied situations 71 and £5 of popula- 
tion B and studied situations 71 and #2 
of population B'. In studied situation #3 
of population B', the proportion actu- 
ally correct was significantly higher than 
the perceived correct proportion. 

The GO estimator also performed 
better in general than the MPU estimator 
for populations B and B'. However, the 
actual correct proportion was found to 
. be significantly lower than the perceived 
correct proportion for studied situation 
#1 of population B and studied situa- 
tions #1 and #2 of population B’. The 
^ perceived correct proportion was signifi- 
. cantly higher than the actual correct pro- 
portion for studied situation #3 of 
population B. 

Dworin and Grimlund [1984] have 
suggested that the DG estimator has an 
. advantage over the CAV. bound tech- 
nique because it provides tighter bounds 
than the CAV technique. On examina- 
. tion of Table 3B, the use of the DG 

estimator results in perceived correct and 
actual correct proportions well above the 
desired level of confidence and appears 
to be even more conservative than the 


CAV bound technique as it relates to - 


population B’ studied situations. Table 
4 confirms this finding. The mean inter- 
` val for the DG estimator is always larger 
than the CAV mean interval for the 
studied situations of population B' and 
is always less than the CAV mean inter- 
val for population B. The reported ad- 
vantage of the DG estimator appears to 


depend on the population to which it is 


applied. 


Comparing the CAV mean intervals of 


populations A and A’ to a total true 
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value of approximately $80,000, the 
CAV bounds appear to be overly conser- - 
vative (varying from six to 11 percent of 
total true value) at all rates of error rep- 
resented by the studied situations. A 
comparison of the CAV and DG mean. 
intervals of populations B and B’ to a 
total true value of approximately 
$3,700,000, these bounds (varying from 
three to 20 percent of total true value) 
appear overly conservative at higher 
rates, particularly at the rates used in - 
studied situations #1 and #2. 


CONCLUSIONS AND IMPLICATIONS 


The basic concern of this study has 
been the adequacy or robustness of exist- 
ing statistical estimators and procedures 
in coping with errors of measurement on 
the part of the auditor. This study's re- 
sults indicate that auditing measurement 
error can significantly affect the behav- : 


jor of statistical estimators when applied 


to audit populations. When the results of 
applying the dollar-unit mean per unit 
expansion estimator and the Garstka- 
Ohlson estimator are examined, the ac- 
tual proportion . of correct confidence 
intervals: is often much less than per- 
ceived, even if the rate of measurement 
error is relatively low. At other times, 
the actual proportion of correct confi- 
dence intervals is much higher than both 
the perceived and the desired levels of 
confidence. The unknown risks due to 


" measurement error assumed by auditors 


in their reliance on existing statistical 
estimators and audit procedures may be 
quite large. 

In a different context, Waller and 
Felix [1984, p. 637] have stated: 


Auditors’ self-perception of their judge- 
ment ability are likely. to affect. the 
search for and/or interpretation of ex- 
periential information, and thus their 
learning from experience, as well as the 
degree of reliance they place on struc- 
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tural aids. However, self-perceived 
judgement ability can diverge from 
actual judgement ability because of 
incomplete outcome feedback and re- 
lated factors. Thus, it is important to 
inquire into the nature of auditors' self- 
perceived judgement ability and the 
factors that affect it. 


In practice, there has been difficulty in ` 


assessing the real-world occurrence of 


measurement error on the part of the : 


auditor. In a sense, this has been due to 
the difficulty in auditing the auditor (or 
his work) and ascertaining whether the 
audited value of any sampled unit is or is 
not the true value. If nonsampling error 
is not identified as such, then its impact 
on the risk to an auditor in assessing the 


existence (or nonexistence) of material 


error cannot be ascertained. Due to this 
**incomplete information feedback," the 
. auditor's *'self-perceived judgment abil- 
ity" has presumably been unaffected, 
: and the possibility of measurement error 
on the part of the auditor is ignored in 
existing statistical sampling tests and pro- 


cedures, Therefore, auditors currently . 


using existing statistical estimators and 
auditing procedures may be in a situa- 
tion where ‘‘actual judgment ability" 


can seriously diverge from ‘‘self-per-. 


ceived judgment ability’’ because they 
have not considered the potential effects 
of measurement error. | 
However, some awareness of this di- 
vergence could help explain why the 
CAV bound technique is widely used in 


practice. While the CAV bound tech- 


nique is generally acknowledged to be 
overly conservative (except possibly at 


very low error rates), a conservative 


bound may have a useful role in main- 
taining confidence levels when there exist 
unknown risks (such as the risk due to 
measurement error).° If this is the case, 
the extremely large bounds and lack of 
precision entailed in the use of the CAV 
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technique (or the recently suggested 
Dworin-Grimlund estimator) could be 
viewed as a cost of not knowing the true 
extent and nature of the measurement 
error problem. 

The results reported in this study are, 
to an extent, a function of the assumed 


. distribution and frequency for the mea- 


surement errors being seeded into the 
data. However, the results are not a 
direct function in the sense of being 
known in advance. As Cochran [1968, p. 


' 665] and others have noted, the measure- 


ment error effect is a complex issue, 
sometimes having serious consequences 
and sometimes having insignificant (or 
trivial) consequences; Any prior assess- 
ment of the measurement error conse- 
quences is further complicated by the 
uniqueness and diversity of the account- 


ing populations being audited. The pur- 


pose of our paper was to determine if a 
reasonably assumed distribution and 
frequency of independently occurring 
measurement error could have a signifi- 
cant (in an auditing sense) effect. Our 
results indicate that a significant effect 
potentially exists and that the signifi- 
cance of the effect appears to depend on 
the studied situation. At present, there is 
an absence of reported work in the area 
of auditing measurement error and very 
little is known about the rate, distribu- 
tion, and consequences of auditing mea- 
surement errors in practice. This condi- 
tion should not continue. 

Suggested areas of research would in- 
clude: (1) additional assessments of the 
characteristics and conditions under 
which measurement error may have seri- 
ous effects; (2) the development of tech- 
niques for the study of errors in mea- 
surement useful in ascertaining the 
actual occurrence of measurement error 
in the conduct of audits; (3) the develop- 


5 This observation was suggested by a reviewer. 
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ment of mathematical models that can tional consideration of audit procedures 
incorporate errors of measurement and that may be available to avoid the unde- 
allow the development of more appro- sirable effects of auditing measurement 
priate statistical estimators; and (4) addi- error. 
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Accounting Numbers as Market 
Valuation Substitutes: A Study of 
Management Buyouts of Public 
Stockholders 


Linda Elizabeth DeAngelo 


ABSTRACT: This study investigates the accounting decisions made by managers of 64 New 
York and American Stock Exchange firms who proposed to purchase all publicly-held 
common stock and "go private" during 1973-1982. These management buyouts engender 
potentially severe conflicts of interest for insider-managers, who both have a fiduciary.duty to 
` negotiate fair value for the publicly-held shares and are themselves the purchasers of those 
shares. Although managers virtually always engage an independent investment banker to 
evaluate the offer terms, the typical management buyout nonetheless generates litigation by 
public stockholders who claim their compensation is inadequate. Because the courts and 
investment bankers employ earnings-based valuation methods to assess fair value, managers. 
have incentives to understate reported income in attempts to reduce the buyout compensa- 
tion. However, a variety of tests that employ the recently developed accrual methodology reveal 
no indication that managers of sample firms systematically understated earnings in periods 


before a management buyout of public stockholders. 


numbers play a central role in mit- 

igating conflicts of interest be- 
tween insider-managers and outside 
stockholders of public corporations. 
These conflicts are especially severe in a 
management buyout or ‘‘going private" 
transactions through which managers of 


A GENCY theory posits that accounting 


a public corporation purchase all com- 


mon stock held by outsiders. The poten- 


tial for insider-managers to breach their 


fiduciary duty to outside stockholders by 
paying them less than fair value for their 
shares has concerned the Securities and 
Exchange Commission (SEC) since at 
least the mid-1970s [Sommer, 1974], and 
the recent boom in leveraged buyouts 
has kindled significant concern about 
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. these transactions in the financial com- 
munity.' To mitigate the appearance of 
managerial self-dealing in these nonarm's- 
length acquisitions, managers virtually 
always engage an investment banker to 
express an independerit opinion that the 
buyout compensation represents fair 
value. Despite this precaution, the typi- 


cal management buyout generates litiga- 


tion by public stockholders who claim 
that managers’ informational advantage 


enables them to purchase the publicly- 


held shares at a price that, although it 
exceeds the open market stock price, is 
nonetheless inadequate. 

Because the allegedly inadequate com- 
pensation represents an above-market 
premium, the courts and investment 
bankers do not rely exclusively on the 
market price as a measure of fair value, 
but rather they devise alternative bench- 
marks against which to evaluate the 
buyout compensation. The valuation 
approaches they use accord major empha- 
sis to earnings capitalization methods 
based on the firm's historical earnings, 
and this emphasis on reported income 
provides managers with incentives: to 
understate earnings in attempts to lower 
the buyout compensation. For example, 
a recent Wall. Street EE article 
states: 


Regulators and some businessmen are 
concerned about management's ability 
to manipulate financial results to make 
a leveraged buyout easier or cheaper. 
Such manipulation could involve hold- 
ing down current earnings and strength- 
ening future profits by making costly 
improvements in plant and equipment 
or by introducing more conservative ` 
accounting procedures [The Wall Street 
Journal, December 29, 1983, p.1]. 


Additionally, an SEC Commissioner has 
publicly expressed concern that man- 
agers can successfully depress the firm's 
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stock price by understating reported 
earnings in periods before the manage- 
ment buyout [Longstreth, 1983]. If so, 
they can offer what appears to be a rea- 
sonable premium above market, but one 
that is nonetheless inadequate because 


. the market price does not fully reflect 


management's inside information. Firms 
that go private typically face no future 
public disclosure requirements,” so man- ` 
agers who can delay the release of positive 
inside information face little risk that 
their actions will later be discovered and 
punished. 

This study investigates the accounting 
decisions made by managers of 64 New 
York and American Stock Exchange 
firms who proposed a management buy- 
out of public stockholders during 1973- 
1982. The data reveal no indication that 
these managers systematically selected 
accounting accruals to understate the 
public corporation's reported income in 
periods before the buyout. The next sec- 
tion provides institutional background 
and describes the role accounting num- 
bers play in these nonarm's-length acqui- 
sitions. The following section contains 


sample selection procedures and descrip- 


tive statistics. Then two sections report 
tests. of the hypothesis that managers 
of sample firms systematically selected. 
accounting accruals in periods before the 
buyout that were significantly lower than : 
those they had chosen in prior periods. 


* A leveraged buyout is a going-private transaction in ` 
which the subsequent private firm makes extensive use of 
financial leverage. Concerns about leveraged buyouts are 
enumerated in articles in Newsweek (December 19, 
1983), Fortune (November 7, 1983, January 23, 1984, 
and November 11, 1985), The Economist (November 5, 
1983), The Wall Street Journal (December 29, 1983), and 
The New York Times (J une 15, 1983 and January 22, 
1984). 

? All but ten of the 64 firms in the current sample faced 
no future public disclosure requirements. These ten firms: 
planned to have publicly-traded debt or preferred stock 
outstanding following the buyout, and thus were subject 
to some (reduced) future disclosure requirements. - 
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The final section provides a brief sum- 
mary of empirical results and compares 
these findings to those of other recent 
studies that employ the accrual method- 
ology to test for systematic income man- 
ipulation. 


THE ROLE OF ACCOUNTING NUMBERS 
IN NONARM’S-LENGTH ACQUISITIONS 


Management buyouts are nonarm’s- 
length acquisitions through which incum- 
bent managers become the sole owners 
of a public corporation by purchasing all 
common stock held by outsiders. These 
buyouts are generally structured as mer- 
gers of the public corporation with a 
shell corporation that is wholly-owned 
by management, or as a sale of the pub- 
lic company’s assets to a management- 
controlled corporation. Management 
buyouts in which the subsequent private 
company is highly leveraged (with debt 
commonly constituting some 85 to 90 
percent of total assets) are known as 
leveraged buyouts. The latter transac- 
tions usually include equity participation 
by third-party investors who specialize in 
obtaining financing for leveraged buyouts. 
Outside stockholders typically receive 
cash for their stock in the public 
corporation, although they sometimes 
receive debt or preferred stock. In any 
case, managers (sometimes in conjunc- 


tion with third-party investors) retain the . 


sole right to continue as equity-holders. 
For some companies, the elimination of 
public stockholders can generate mate- 
rial cost savings via improved managerial 


incentives and monitoring arrangements, - 


and through reductions in registration, 
listing, and other stockholder servicing 
expenditures [DeAngelo, DeAngelo, and 
Rice, 1984]. 

Critics of management buyouts, how- 
ever, claim that these nonarm's-length 
acquisitions are so fraught with opportu- 
nities for insider-managers to under- 
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compensate outside stockholders that 
they should be prohibited outright, or at 
least strictly regulated (see, ¢.g., Brud- 
ney and Chirelstein [1978] and Stein 
[1985]). These criticisms typically center 
on the potential for opportunistic man- 
agers to conceal favorable inside informa- 
tion about the firm's future prospects 
from outsiders. If successful, these man- 
agers could purchase the publicly-held 
shares at a price that does not fully 
reflect outside stockholders! share of 
these prospects. Managers stand to gain 
from a strategy of information suppres- 
sion because a successful buyout typi- 
cally enables them to avoid all future 
public disclosure requirements. Hence, 
outsiders have little future information 
with which to judge whether the former 
public stockholders received adequate 
compensation for their ownership inter- 
est in the corporation. For example, a 
recent Fortune article argues: 


If the insiders perceive a large differ- 
ence between what they can get by 
breaking up the company, liquidating 
it, or redeploying the assets, they cook 
up an offer to buy back the company 
from the stockholders and *'take it pri- 
vate." Their offer is more than the 

. stock market price. But it is—by defini- 
tion—substantially below what the 
investors believe the value of the com- 
pany will be once they have it as a pri- 
vate fief [Stein, 1985, p. 169]. 


In some cases, competition from other 
potential purchasers helps ensure outside 
stockholders a fair price because it places 
a lower bound on the premium managers 
must pay to acquire the publicly-held 
shares. Such competition, however, is of 
limited effectiveness when managers 
hold pre-offer majority control (as they 
do in over one-third of sample firms), 
since these managers can effectively 
block another bid. In any case, public 
stockholders can litigate in attempts to 
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obtain a higher price for their shares, 
. and they are also protected by the scru- 
tiny of the SEC, which regulates disclo- 
sure of going-private transactions. To 
reduce opposition from the SEC and to 
minimize costly court delays, managers 
have incentives to offer a premium that 
compares favorably to those paid in 
other acquisitions, and to structure the 
buyout to minimize the potential for 
(and appearance of) managerial self- 
dealing. As an empirical matter, man- 
agers who own a substantial share of the 
stock typically require approval of the 
buyout by a majority vote of the pub- 
lic stockholders. Managers often appoint 
a special committee of the firm's direc- 
tors to negotiate on behalf of outside 
stockholders, and require separate 
approval by the outside directors. Finally, 
they virtually always engage an invest- 
ment banker to express an independent 
opinion on the fairness of the proposed 
 compensation.? 

Investment bankers employ a variety 
of market- and accounting-based valua- 
tion approaches to evaluate whether the 
compensation offered in nonarm's- 
length acquisitions represents fair value 
for the publicly-held shares [Rosen- 
bloom, 1981]. For example, bankers typ- 
ically compare the magnitude of the 
above-market premium to that of aver- 
age premiums paid in other (both arm's- 
length and nonarm's-length) acquisitions. 
Accounting-based valuation approaches 
place primary emphasis on earnings capi- 
talization models in which the firm's per- 
share earnings are multiplied by an aver- 
age price/earnings ratio derived from a 
sample of companies judged comparable 
to the one under study. Consistent with 
the emphasis investment bankers accord 
earnings-based valuation approaches, 
unanticipated earnings increases some- 
times cause them to withdraw a prior fair- 
ness opinion so that managers must 
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increase the buyout compensation to 
obtain a "clean?" opinion.* Such compen- 
sation increases can have a substantial 
impact on managerial wealth since, for 
the typical cash buyout proposal in the 
current sample, a five percent offer price 
increase would require an incremental 
outlay of some $4.2 million for the pub- 
licly-held shares. 

The role of accounting numbers, and 
especially accounting earnings realiza- 
tions, is to provide alternative assessments 
of fair value in nonarm's-length acquisi- 
tions. Open market stock prices do not 
by themselves satisfy the judicial concept 
of fair value, in part because of the 
potential for insider-managers to control 
the flow of information to the capital 
market (see, e.g., Brudney and Chirel- 
stein [1974] and Chazen [1981]).° As an 
empirical matter, managers pay an above- 
market premium in these buyouts, so 
that independent valuation experts do 
not rely exclusively on the market price 
as a measure of fair value. One possible 
economic explanation for the premium 
payment is that the joint gains from 
going private are shared by managers 
and outside stockholders. Because the 
cooperation of both groups is required 


? Disclosure of actions taken to mitigate the potential 
for managerial self-dealing in going-private transactions 
is required by Rule 13e-3 of the Securities Exchange Act 


(see SEC [1979]). 


‘For example, the investment banker withdrew his 
opinion on the Master's, Inc. management buyout 
because ‘‘a number of factors changed, including the 
financial condition and earnings of the company.’’ Sub- 
sequently, "based in part on Hutton’s (the banker's) 
position and on the litigation commenced against the 
Company and its directors, the Board of Directors 
decided to increase substantially the merger price” from 
$7.50 to $10.00 per share (proxy statement dated October 
22, 1980). 

$ Yet another difficulty with open market stock prices 
as indicators of fair value is that, even should managers 
initially offer public stockholders their full share of the 
gains from going private, the probability the offer will 
succeed is not one. Hence, market prices will not reflect 
the full extent of public stockholders’ gains from the pro- 
posed transaction. 
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to effect those gains, the premium ulti- 
mately paid is the outcome of a bilat- 
eral negotiation process. The magnitude 
of that premium depends on relative 
bargaining positions, which can be 


enhanced (or undercut) by the earnings. 


managers report prior to and during the 
negotiations. For example, an earnings 
increase can generate an offer price 
increase via its effect on the investment 
banker's fairness opinion. | 
Earnings are also used by the courts to 
assess fairness, should outside stock- 
holders litigate, as they typically do in 
these buyouts [Borden, 1974; DeAngelo, 
DeAngelo, and Rice, 1984]. Public 
stockholders can either seek judicial 
valuation of their shares under state 
appraisal statutes, or they can seek to 
enjoin the buyout on grounds that the 
acquisition itself is unfair.* The courts 
serve as the ultimate adjudicators in dis- 
putes between managers and outside 
stockholders over the value of the corpo- 
rate ownership interest held by outsiders. 
They accept a variety of appraisal meth- 
ods and valuation evidence as relevant in 
nonarm’s-length acquisitions, including 
historical earnings realizations, book 
values, and market prices [Banks, 1974; 
Brudney,. 1978; and Fischel, 1983]. The 
courts view market prices as important, 
but by themselves inadequate, measures 
of fair value, and they have also been 
reluctant to accept discounted cash flow 
techniques.’ Perceived limitations of 
market prices and cash flow estimates 


have led the courts to emphasize earnings- - 
based .assessments of fair value in non- 


arm’s-length acquisitions. 

The emphasis accorded accounting 
earnings by the courts and independent 
financial experts provides managers with 
incentives to understate reported earnings 
in attempts to reduce the buyout compen- 
sation. Ceteris paribus, income-reducing 
accounting techniques also reduce the 
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firm’s book value and, in many cases, its 
asset value as well, and thus can poten- 
tially lower alternative assessments of fair 
value based on these other accounting 
measures. Managers can select a variety 
of income-reducing accounting tech- 
niques subject, of course, to approval 
by the firm's independent auditor. For 
example, they can report upward-biased 
expense estimates, defer revenue recogni- 
tion, accelerate expense recognition, take 
direct write-offs, overaccrue expected 
losses, expense items that they would 
otherwise capitalize, etc. Managers can 
also choose simply to delay profitable 
investmerits until after the acquisition. 
However, most firms face competition in 
the product market and, hence, their 


managers do not have unlimited ability to 


delay profitable projects because the 
gains from these projects can be appro- 
priated by competitors. Moreover, even a 
monopolist forgoes profits by deferral, 
with an evident opportunity cost. Impor- 


` tantly, a decision to defer profitable 


projects does not preclude the choice of 
(or incentives to engage in) income-reduc- 
ing accounting techniques as well, since. 
the two decisions are not mutually exclu- 
sive. 

Public stockholders will recognize that 
managers who propose these buyouts 
have incentives to understate earnings, 

$ These two options are, to some degree, substitutes 
and their relative attractiveness differs across states as 
well as potentially over time within a given jurisdiction. 
See Fischel [1983] for an economic analysis of the stock- 
holder's appraisal right and Manning [1962] for the his- 


torical development of that right. The reliance on the 
appraisal remedy in nonarm's-length acquisitions will 


. likely increase in response to a recent Delaware decision, 


Weinberger v. UOP [1983]. 

? [n the recent Weinberger v. UOP case, the Delaware 
court indicated that **the Chancellor rejected the plain- 
tiff's discounted cash flow method of valuing UOP's 
Stock as not corresponding with 'either logic or the exist- 
ing law.''" When it overturned this decision, the 
Supreme Court of Delaware explicitly recognized the 
discounted cash flow technique and thus, while it was not 
commonly used in the past, its future use may well 
increase. 
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and they may take actions to discover and 
punish such. managerial opportunism. 
Managers' ability to underreport income 
is therefore constrained by public stock- 
. holders' ability to hire financial experts 
who can both detect any income manipu- 
lation and convince outsiders (e.g., the 
courts and the SEC) of its importance. It 
is also limited by the possibility that 
informed investors will take an equity 
position and oppose the buyout, since 
public stockholders as a group typically 
have veto power in nonarm's-length 
acquisitions. On the other hand, the 


~- stockholder voting mechanism suffers 


from a well-known free-rider problem 
(see, e.g., Easterbrook and Fischel 
[1983]), because each stockholder has 
reduced incentives to search for income 
manipulation when eách assesses a small 
probability that his or her vote will affect 
the election outcome. In short, while 
. several constraining forces limit man- 
agers' ability to understate earnings, they 
do not eliminate their incentives to do so 
when information production is costly 
(see, e.g., Barzel [1982]). Given these 
constraining forces, the extent to which 
managers who propose a buyout actually 
exercise their accounting. discretion to 
reduce reported income is an empirical 
issue, the investigation of which consti- 
tutes the remainder of this paper. — 

An important caveat to the empirical 
sections that follow is that managers 
‘have incentives to conceal any deliberate 
earnings understatement, since greater 


payoffs obviously accrue to managers 


whose accounting manipulations ` go 
undetected by the parties that would 
be adversely affected by them. Conse- 
quently, among: the. set of feasible 
income-reducing accounting techniques, 
managers have incentives to select those 
whose use is less obvious to outsiders. 
Managers’ incentives to shade account- 
ing income in subtle ways can also ham- 
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per academic researchers who seek to 
Observe a deliberate earnings understate- 
ment. On the other hand, academic 
researchers rely on large sample aver- ` 
ages, and thus can potentially isolate sys- 
tematic effects that characterize the 
aggregate, but which are not so evident 
to outsiders on a case-by-case basis. 
Nonetheless, research which seeks to 
observe a choice that managers have 
incentives to conceal seems less likely to. 
reveal that choice than it would be 
absent those incentives. — 


SAMPLE SELECTION, 
DESCRIPTIVE STATISTICS, 
AND FINAL DISCLOSURE PRACTICES 


Management buyout proposals were 
initially identified by direct inspection of 
every issue of The Wall Street Journal 
over the ten-year period 1973-1982. This 
initial sample represents a two-year 
extension of the 1973-1980 sample 
employed in DeAngelo, DeAngelo, and 
Rice [1984] and is limited to firms listed 
on the New York or American Stock 
Exchange. I narrowed the current sample 
to those management buyout proposals 
that resulted in a proxy. statement mailing 
to stockholders as of July 1983, as evi- 
denced by Wall Street Journal reports, a 
criterion which ensures that all sample 
proposals represent serious attempts to 
buy out public stockholders. This crite- 
rion also ensures that all sample bids 
meet the relatively uniform data and dis- 
closure requirements for the proxy state- 
ment that describes the acquisition, 


which I obtained for each sample firm. 


The final sample consists of 64 firms 
whose managers proposed to go private 
during 1973-1982. 

Of the 64 sample firms, 26 were listed 
on the New York Stock Exchange and 38 
were listed on the American Stock 
Exchange at the time of initial proposal. 
Thirty-three of the 64 proposals were for 
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TABLE 1 
DESCRIPTIVE STATISTICS FOR 64 MANAGEMENT Buvour PROPOSALS (1973-1982)* 


Descriptive Statistic Mean Median 

1. Total Revenues? (in $000's) 262,093 87,266 

2. Total Assets’ (in $000's) 212,748 70,825 

3. Book Value of Long Term Debt to Total Assets* .181 .145 
4. Market Value to Net Tangible Book Value of Equity* .937 .730 
5. Number of Stockholders: 4,587 1,945 

6. Pre-Offer Total Market Value of Common Equity? (in $000's) 69,977 19,722 

7. Management's Pre-Offer Ownership Percentage of Common Stock 36.9% 36.3% 
8. Pre-Offer Market Value of Common Equity Held by Public Stockholders? (in $000's) 53,824 11,153 

9. Ratio of Final Offer Price to Final Annual Earnings Per Share’ 10.5 10.4 


a Of the 64 sample firms, 26 firms were listed on the New York Stock Exchange, and 38 firms were listed on the 
American Stock Exchange at the time managers proposed the buyout. | 

+ All accounting data are taken from proxy statements (61 cases) or annual reports (three cases) and are based 
on the latest audited annual figures. All market values are based on closing share prices on the last trading day prior to 


initial public announcement of the buyout proposal. 


* As reported in the proxy statement or in Moody's Manuals. 

* Market values are calculated based on closing share prices the day prior to initial public announcement of the 
proposal. The total market value of equity figures should be interpreted as a lower bound on total equity values, since 
they do not fully adjust for the possibility that substantial share blocks command a premium over the open market 


price because of their associated control rights. — 


* As reported in the proxy statement for management (non-public) participants in the buyout. 


leveraged buyouts with third-party 
equity participants. In the remaining 31 
transactions, only members of the incum- 
bent management group would remain as 
equity-holders in the subsequent private 
company. The average time lag between 
proposal announcement and proxy date 
was five months (median, 4.5 months), 
and one month typically lapsed between 
the proxy date and the date the stock- 
holder meeting was held. The distribu- 
tion of proposal announcements Over the 
sample period is: | 


1973-0 proposals 
1974-5 proposals 
1975-2 proposals 
1976-4 proposals 
1977-7 proposals 


1978- 8 proposals 
1979— 6 proposals 
1980-10 proposals 
1981- 7 proposals 
1982-15 proposals 


Table 1 reports that the average sam- _ 


ple firm whose managers proposed to go 


private had total assets of $212.7 million, 


a number that would place it approxi- 
mately 482nd in the 1982 Fortune 500 


ranking of industrial corporations 
[Fortune, May 2, 1983]. The median 
firm had total assets of $70.8 million, a 
figure that is considerably less than the 
mean value, as are the medians for the 
other size measures reported in the table. 
For example, the average sample firm 
had total revenues of $262.1 million 
(median, $87.3 million), and 4,587 
stockholders (median, 1,945 stockhold- 
ers). Table 1 reports that the average 
total market value of equity was $70.0 
million (median, $19.7 million). This 
number should be interpreted as a lower 
bound on total equity values, since sub- 


stantial share blocks can command a 


control premium over open market 
prices (see, e.g., DeAngelo and DeAngelo 
[1985; Section 6]). As Table 1 reports, 
managers of the average sample firm 
owned 36.9 percent (median, 36.3 per- 
cent) of the firm's common stock at the 
time they proposed the buyout. More- 
over, managers of 23 of the 64 com- 
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panies held majority control at that time. 
These large stockholdings, if traded, 
might be exchanged at considerably 


more than the open market share prices I . 


used to estimate total equity values. 

While managers held almost 37 per- 
. cent of the common stock in the average 
sample firm at the time they proposed 
the buyout, the market value of the pub- 
licly-held common stock was nonetheless 
nontrivial—$53.8 million for the average 
. firm (median, $11.2 million), based on 
closing share prices on the last trading 
day before public announcement of the 
buyout proposal. The financial resources 
required to return the corporation to pri- 
vate ownership are considerably greater 
than these numbers alone indicate, how- 
ever, since managers typically offer a 
cash premium. of some 56 percent over 
preannouncement market prices in these 
buyouts (see DeAngelo, DeAngelo, and 
Rice [1984, Table 5]).5 Prior to manage- 
ment's buyout proposal, the common 
stock of the average sample firm traded 
somewhat below its book value, with a 
market-to-book ratio of .937 (median, 
.730). With respect to financial leverage, 
the average sample firm had a relatively 
conservative debt-to-assets ratio of .181 
(median, .145). . 

In the vast majority of sample propo- 
sals (58 of 64 proposals, or 90.6 percent 
of the sample), managers offered cash as 
compensation for the publicly-traded 
shares. For these 58 cash proposals, the 


table indicates an average price/earnings - 


ratio of 10.5 (median, 10.4), based on 
the final offer price and the final annual 
earnings per share. The sample average 
P/E ratio can be used as a rough esti- 
mate of the effect that a given earnings 
change would have on total buyout com- 
pensation, when earnings capitalization 
models are used to estimate fair value. 
Specifically; one can assume that the 
sample average of firm-specific P/E 
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ratios reported in Table 1 approximates 
the (exogenous) average rate at which 
investment bankers and the courts value 
earnings. Under this assumption, mana- 
gers of the average sample firm with a 
P/E multiple of about ten (and who own 
37 percent of the corporation’s. common 
stock) could potentially avoid some $6.3 
million in additional compensation to 
outside stockholders if they could under- 
state earnings by $1 million. In other 
words, a given earnings understatement 
can. potentially have a substantially 
greater impact on total buyout compen- 
sation. because of the P/E multiplier 
effect of earnings capitalization models. 

While. managers have incentives to 
understate earnings in attempts to lower 
the buyout compensation, their opportu- 
nities to do so are constrained by the 
extent to which their accounting deci- 
sions are monitored by outside stock- 


holders and their agents. For example, 


managers! opportunities to understate 
earnings are constrained when the account- 
ing numbers they report are audited by 
an independent public accountant. Man- 
agers have incentives to voluntarily 
supply audited final disclosures if the 
provision of audited data enables them 
to guarantee a minimum level of account- 


ing manipulation, and therefore, lowers 


the buyout compensation. Managers can 
provide audited final disclosures by tim- 
ing the transaction so that the requisite 
stockholder vote takes place following 
release of the annual report. Should the 
meeting be unavoidably delayed, e.g., by 
public stockholder. litigation, managers 
can arrange for the final (interim) finan- 
cial statements to be audited. 


8 This premium measure understates the magnitude of 
the premium ultimately paid because it is based on initial 
Offer prices that are often increased before the acquisi- 
tion is consummated. For the current sample, the offer 
price initially announced to the public was increased (or 
the terms sweetened) in 26 of the 64 proposals (40.6 
percent of the sample) and in no case was it decreased. 
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As an empirical matter, the final pub- 


lic disclosures of only five firms were . 


audited, and these disclosures were all 
annual results subject, in any case, to 
routine annual audit. Importantly, man- 
agers of none of the 59 firms whose final 
public disclosures were interim data vol- 
untarily arranged for those data to be 
audited for the benefit of outside stock- 
holders, so that a full 92.2 percent of the 
sample provided unaudited final results. 
In contrast, managers of all but three of 
the 64 sample companies arranged for a 
fairness opinion from at least one invest- 
ment banker, and they sometimes arranged 
for two such opinions. One potential 
explanation for the prevalence of fair- 
ness opinions over independent audits is 
that these buyouts engender managerial 
incentives to understate earnings, so that 
accountants' conservative bias reduces 
their usefulness as monitors in these non- 
arm's-length acquisitions. Whatever the 
explanation, the unaudited nature of the 
final accounting disclosures of over 90 
percent of sample firms evidently leaves 
managers of sample companies with 
some scope to understate pre-acquisition 
earnings in attempts to reduce the buy- 
out compensation. 


FULL SAMPLE ACCRUAL 
TESTS AND RESULTS ` 


This section reports empirical tests of 
the hypothesis that managers who pro- 


pose to take a public corporation private 


systematically understate reported earn- 
ings in periods before the acquisition. 
The ideal experimerital design would 
enable the researcher to observe the set 
of feasible accounting choices available 
to managers in order to assess whether 
their ultimate decisions resulted in lower 
income than would otherwise have been 
reported. Because researchers cannot 
directly observe the earnings number 
that would have been reported absent the 
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exercise of management’s accounting 
discretion, they must develop a proxy 
variable for that number. The resulting 
empirical tests, then, are joint tests of 
the hypothesis under consideration and 
of the appropriateness of the chosen 
proxy measure. Healy [1983, 1985] has 
developed an empirical approach that 
uses the firm’s operating cash flows as a 
proxy for what earnings would have 
been, absent managerial income manipu- 
lation. Healy’s methodology estimates 
the extent. of such manipulation as the 
total accounting accrual in the period 
of interest, defined as the difference 
between reported earnings and operating 
cash flows in that period.  . 

An important advantage of the accrual 
approach is that it can potentially reveal 
the subtle income-reducing techniques 
that managers have incentives to employ 


. because such techniques are less subject 


to detection by outsiders. For example, 
accounting accruals reflect managerial 
decisions to write down assets, to recog- 
nize or defer revenues, and to capitalize 
or expense certain costs, such as repair 
expenditures. They also capture the 
effect of accounting estimates, changes 
in those estimates, and changes in 
accounting methods. As Healy [1983, 
pp. 48-50] points: out, the accrual 
approach has several limitations, the 
most important of which is that the total 
accrual contains both a discretionary and 
a nondiscretionary component. Sym- 
bolically, the total accrual in a given 
period f=1, AC,, consists of a discre- 
tionary accrual, DA,, and a nondiscre- 
tionary accrual, NA;: 


AC,=DAi+NA, | (D 


If NA, is “‘large’’ relative to AC, then 
the latter measure is a poor proxy for the 
extent of income manipulation in period 
Gest ` 


More to the point for the current 
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study, NA, might be both large and sys- 
tematically negative for many com- 
panies, even absent systematic income 
manipulation. If so, then an empirical 
observation that AC; «0 could generate 
.an erroneous inference that managers 
had deliberately understated earnings, 
when the correct explanation is that total 
accruals normally contain a (material) 
negative nondiscretionary component. 
Two factors lead me to expect that total 
accruals are normally negative. First, a 
major component of total accruals is 
depreciation expense, which by. itself 
implies a negative total accrual. More- 
over, a significant portion of the total 
depreciation charge in a given period is 
probably nondiscretionary in that period 
(see also Kaplan [1985, p. 111]). Second, 
Healy [1983] reports an average total 
. accrual of —2.01 percent of total assets 

for his sample of Fortune 250 firms over 
a roughly contemporaneous time period 
(1973-1980).? Healy's evidence provides 
an empirical basis for the expectation 
that, in a given period, the level of total 
accruals is normally negative, even 
absent systematic incentives to under- 
state earnings. These two factors indi- 
cate the desirability of developing a 
(nonzero) benchmark for the ‘‘normal’’ 
or expected total accrual in periods before 
the management buyout. 

For these reasons, I take the total 
accrual in the immediately prior period 
as a benchmark. for what the current 
accrual would be, absent income manip- 
ulation, the extent of which I estimate by 
the change in total accruals. My approach 
is roughly analogous to that used in 
event studies that take a comparison 
period return as a benchmark for the 
normal return to a given security. In par- 
ticular, I test whether the average value 
of the ‘‘abnormal’’ accrual 


(DA, —DA;) + (NA; —NAo) H 
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is significantly negative for my sample 
firms in periods before the buyout, a 
finding which I would interpret as evi- 
dence of a systematic earnings under- 
statement. This interpretation rests on 
an assumption that the average change in 
nondiscretionary accruals, (NA: — NAb), 
is approximately zero, so that a signifi- 
cant average decrease in total accruals, 
(AC; —AC)), primarily reflects a signifi- 
cant average decrease in discretionary 
accruals, (DÀ, — DA»). 

Total accruals were calculated as net 
income minus operating cash flows, 
which I derived by adjusting working 
capital from operations for changes in all 
current operating accounts (see Drtina 
and Largay [1985] for a discussion of ` 
computational difficulties with cash flow 
calculations). The .major difference 
between my measure of total accruals 
and the one used by Healy [1983, p. 34] 
and Liberty and Zimmerman [1985] is 
that these authors approximated operat- 
ing cash flows by adjusting net income 
for depreciation expense and the changes 
in inventory, accounts receivable and 
payable, income taxes payable, and 
deferred income taxes. According to 
Healy [1985, p. 95], the only difference 
between this latter measure and mine is 
the earnings impact of the equity method 
of accounting for intercorporate invest- 
ments. I obtained the relevant account- 
ing data from the 64 buyout proxy state- 
ments augmented, when necessary, by 
information obtained from other public 
documents (annual reports, forms 10K, 
10Q, and/or Moody's Manuals). To cal- 
culate standardized accrual changes, I 
subtracted the year-earlier total accrual 


? For the average firm in the current sample, total 
accruals were —4.62 percent of total assets in the final 
year as a public company, — 3.22 percent the year earlier, 
and --3.47 percent two years earlier. All are significantly 
negative. For the 59 firms that reported interim data as 
their fina! public disclosure, the final average quarterly 
accrual was —0.84 percent of total assets, which is not 
significantly different from zero. 
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TABLE 2 | 
QUARTERLY AND ANNUAL ACCRUAL CHANGES (PANEL 1), EARNINGS CHANGES (PANEL 2), 


. AND CASH FLOW CHANGES (PANEL 3) STANDARDIZED BY TOTAL ASSETS: 
64 MANAGEMENT BuyouT PROPOSALS (1973-1982) 


Quarterly 
Change Measures” 
Final Quarter From 
Year-Earlier 
Comparison Quarter 
(J) 

1. Accrual Changes; 
mean 0.0037 
median - -0.0106 
#negative:#positive 30:23 
t-statistic — 0.3628 
significance level for 0.2128 

Wilcoxon signed-rank test? 

2. Earnings Changes: 
mean 0.0043 
median 0.0048 
#negative:#positive 18:35 
t-statistic 1.0616 
significance level for 0.0605 

Wilcoxon signed-rank test? 

3. Cash Flow Changes: 
mean 0.0080 ` 
median 0.0123 
ffnegative:fpositive | 21:32 
[-statistic 0.9078 
significance level for 0.2252 


Wilcoxon signed-rank test* 


Annual Change Measures 
Final Year ` Year Prior Average of Final 
From Year From Two Years Two Years From 
Prior Prior Three Years Prior 
(2) (3) (4) 
— 0.0123 0.0074 . ~ 0.0028 
—0.0077 —0.0136 —0.0181 
36:28 39:25 38:26 
—0.7025 - + 0.3934 — 0.1782 . 
0.1737 0.4323 0.1216 
0.0033 = g 0.0123 0.0146 
0.0057 - 0.0033 . 0.0024 
26:38 27:37 . 28:36 ` 
0.7925 1.2001 1.4681 
0.2099 . |. 0.4165 0.2742 
0.0156 0.0049 » 0.0174 
0.0087 0.0230 0.0284 
27:37 28:36 26:38 . 
0.8388 . 0.2513 1.1085 


0.2655 0.7356 0.1333 


* The quarterly data are for the 53 firms that both (i) reported unaudited quarterly data as their final public 
disclosure (59 firms), and (ii) provided sufficient accounting data in the proxy statement or in forms 10Q to enable 
calculation of operating cash flows for both the final quarter and the year-earlier comparison quarter. 

* These significance levels are one-sided for the accrual change tests, and two-sided otherwise, since I advance no 
prediction about the direction of earnings and cash flow changes of sample companies before the buyout. 


from the total accrual in the period of 


interest and divided the difference by 
total assets. !? 

Table 2 reports the resultant accrual 
changes (Panel 1), as well as earnings 
changes (Panel 2) and cash flow changes 
(Panel 3) for the 64 sample companies in 
selected periods before the proposed 
buyout of public stockholders. Since 
total accruals are defined as net income 
minus operating cash flows, accrual 


changes over a given period can be 
expressed as: 


(AC,-AC,) = ` o . 


'? | also standardized by total revenues and, in vir- 
tually all cases, the results do not change materially with 
the alternative deflator. (I point out the minor exceptions 
in the discussion below.) Additionally, I calculated stan- 
dardized accrual changes by first deflating total accruals 
(by total assets and by total revenues) and then differ- 
encing. The results of this latter procedure do not differ 
materially from the results reported in the text. 
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where, for example, NIo=net income at 
time 4 —0 and CF; —operating cash flows 
at time /—1. Intuitively, a given change 
in reported earnings can be decomposed 
into two components: the (assumed exog- 
enous) change in operating cash flows, 
and the (assumed endogenous) change in 


total accruals. The data in Table 2 include ` 


mean. and median (unaudited) change 
measures for the final quarter as a public 
corporation (Column 1),*' for the final 
year, which is the final audited: disclo- 
sure (Column 2), and for the immediately 
prior year (Column 3). Table 2 also 
reports the number of negative and posi- 
. tive changes in each specified period, t- 
statistics for tests that the. average 
change measure in each period is zero, 


and significance levels for nonparametric 


Wilcoxon signed-rank tests, since con- 
ventional test procedures reveal signifi- 
cant nonnormality in the data (see Leh- 


mann [1975] and Shapiro, Wilk, and 


Chen [1968]). 

Panel 1 of Table 2 contains the accrual 
change data to test the hypothesis that 
managers of sample firms systematically 
understated reported earnings before the 
buyout. While the final quarter and final 
year accrual changes are negative as 
predicted, neither change is significant 
under parametric or nonparametric tests. 
For example, the final quarter accrual 
change averages —0.37 percent of total 
assets, with an associated t-statistic of 
—0.3628, which is significant at the 
.0.3592 level. Similarly, the median final 
quarter accrual change of — 1.06 percent 
Of total assets is significant at the 0.2128 
level under a Wilcoxon signed-rank test. 
The accrual change tests in Columns 1-3 
of Table 2 take the total accrual of the 
immediately prior period as a benchmark 
for the "normal" accrual in a given 
period. This choice of benchmark could 
bias the tests against rejection of the null 
hypothesis due to timing problems of the 
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sort discussed by Holthausen and Left- 
wich [1983, pp. 113-114]. Specifically, 
since I do not know how far in advance 
managers first contemplate a buyout, I 
cannot be certain that they did not 
understate the earnings of periods whose 
total accruals I take as a benchmark. If 
they did, then my benchmark accrual is 


" “too low," and the change in total 


accruals will not reflect the full extent of 
managerial income manipulation. 

As a response to this potential timing 
problem, I calculated an alternative 
accrual change measure that incorporates 
a benchmark from an earlier time period. 
Of course, while an earlier benchmark is 
less likely itself to be understated, its use 
can introduce noise if material structural 
changes have occurred in intervening 
periods. Column 4 of Table 2 reports this 
composite accrual change, defined as the 
difference between the average of the 
final two annual accruals and the annual 
accrual from three full years before the 
management buyout. Like all other 
accrual changes in Table 2, this compos- 
ite accrual change is not statistically dif- 
ferent from zero. This latter finding sug- 
gests that the insignificant results in 
Columns 1-3 are not simply due to 
the choice of the immediately adjacent 


. period as a benchmark to estimate the 


normal accrual.^ In sum, all accrual 
change measures are inconsistent with 
the joint hypothesis that managers of 


!! Quarterly data are for the 53 sample firms that both 
reported interim data as their final public disclosure, and 
for which I could obtain complete year-earlier quarterly 
data. While ] obtained year-earlier quarterly reports on 
form 10Q for all sample firms that did not report these 
data in the proxy statement, six of the reports did not 
contain sufficient information (the relevant. balance 
sheets and/or a funds statement) to calculate operating ' 
cash flows for that period. 

" One-half of the sample buyouts were proposed 
during the period 1980-1982, a fact which led a reviewer 
to suggest that these observations may not be cross-sec- 
tionally independent. Hence, I deleted the 1980-1982 
observations and re-ran all tests, and all results remain " 
statistically insignificant. i 
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sample firms systematically understated 


reported earnings in the final three 
accounting periods before a manage- 
ment buyout, and that such understate- 
ment is appropriately measured by a sta- 
tistically significant reduction in total 
accruals. ? | 

The overall picture that emerges from 
Table 2 is that all accrual changes, all 
earnings changes, and all cash flow 
changes are insignificantly different from 
zero in each of the three reporting peri- 
ods before the management buyout. For 
example, Panel 2 indicates that final 
(unaudited) quarterly earnings of the 
average sample firm increased by 0.43 


percent of total assets (median, 0.48 per- ` 


cent) from the year-earlier comparison 
quarter.'^ (The median increase is posi- 
tive at the 0.0605 level under a Wilcoxon 
signed-rank test, although a t-test of the 
hypothesis that the mean increase is zero 
yields a significance level of only 
0.2933.) The 0.43 percent average earn- 
ings increase can be decomposed into 
two components: an average cash flow 
increase of 0.80 percent (median, 1.23 
percent), reported in Panel 3, and an 
average decrease in total accruals of 
— 0.37 percent (median, — 1.06 percent), 
reported in Panel 1. An intuitive expla- 
nation of these numbers is that, had total 
accruals remained literally unchanged, 
managers of the average sample firm 
would have reported an earnings increase 
of 0.80 percent of total assets in the 
firm's final quarter as a public corpora- 
tion, rather than the 0.43 percent earn- 
ings increase they actually did report. 
Importantly, while the direction of the 
accrual change is negative as predicted, 
the magnitude of that change is not sta- 
tistically significant. 
. The accrual change tests reported in 
Table 2 employ a firm-specific (rather 
than a cross-sectional) benchmark 
accrual because firms whose managers 
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propose a buyout probably differ on 
important dimensions from firms whose 
managers find it advantageous to remain 
publicly traded. Since we currently lack a 
well-specified theory that explains why 
corporations are publicly traded or 


privately held, one cannot be sure what 


these dimensions are and, therefore, how 
to interpret any cross-sectional differ- 
ences in the accruals of my sample and 
those of corporations that remained 
publicly traded. For this reason, my tests 
employ a firm-specific time series bench- 
mark, and they are therefore conditioned 
on an assumption that nondiscretionary 
accruals did not change materially for 
sample firms in periods before the buy- 
out (refer to equation 2 above). More 
specifically, my empirical result that the 
average value of equation 2 is approxi- 
mately zero allows me to infer that the 
change in discretionary accruals, 
(DA;,—DA.;), is not systematically 
negative only if the change in nondiscre- 
tionary accruals, (NA,—NAbo), is not 


? [ also checked whether managers tended to change 
accounting methods in periods before the management 
buyout. The 64 sample firms made no voluntary account- 
ing changes in the final quarter. Of the 20 voluntary 
changes they made in the final two years before the 
buyout, ten were changes to the LIFO method of inven- 
tory valuation, and the other ten consisted of six income- 
increasing and four income-decreasing accounting 
changes. Evidently, if there is a tendency toward income- 
decreasing accounting changes, it is associated with a 
switch to the LIFO method. However, the observed 


- frequency of LIFO switches (28.6 percent of the total 


accounting changes in this two-year period) is not 
markedly different from the 27.3 percent reported for 
firms in Accounting Trends and Techniques over the 
sample period, 1973-1982. 

^4 To check whether managers of sample firms tended 
to delay the release of positive earnings, I classified each 
firm's final public disclosure as **good"' or ‘‘bad’’ news 
based on the sign of the earnings change, and as ‘‘early”’ 
or *'late" relative to the earnings release date for the 
comparable reporting period the year prior. Fourteen of 
the 64 firms released final earnings numbers on the same 
date as the prior year, 30 reported late, and 20 reported 
early. There was literally no difference across the 
“early” and ''late" disclosers, with 60 percent of each 
group reporting ‘‘good’’ news. 
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systematically positive for my sample 
companies. ; 

A reviewer raised the possibility that 
firms which go private may be ''growth" 
companies. that might recently have 
experienced a systematic increase in 
nondiscretionary accruals. As a theoreti- 
cal matter, this is unlikely to be the 
case because managers who propose a 
buyout deliberately choose to reduce their 


firm's access to public capital markets. 


This choice seems an unlikely one for 
“growth”? companies, since managers 
obviously face constraints on the per- 
sonal wealth they are able (willing) to 


invest in the corporation. Rather, 
managers should find a buyout of public . 


stockholders relatively attractive when 
they face a shrinkage of profitable future 
growth opportunities which, in turn, 
reduces the value of access to public 
capital markets. This logic would seem 
to imply, if anything, a reduction in the 
current level of nondiscretionary accruals 
which, if present empirically, would 
actually strengthen my inference that 
managers who proposed these buyouts 
did not systematically understate earn- 
ings. 

As an empirical matter, a systematic 
increase in nondiscretionary accruals 
would likely be associated with some 
unspecified, material structural change 
for a large number of sample companies 
which, in turn, should engender an 
observable change in operating cash 
flows. Table 2, however, indicates that 
operating cash flows are essentially 
trendless in periods before the buyout. 
Another indication of a material struc- 
tural shift would be a change in the aver- 
age levels of accounts receivable and 
inventory. However, I find that accounts 
receivable increased, on average, by only 
0:76 percent of total assets (t-statis- 
tic —1.6051), and that inventory 
increased by a trivial 0.01 percent (f-sta- 
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tistic=0.0118) in the year before the 
buyout. (While my sample and Healy's 
[1985] are not strictly comparable, the 
analogous averages for his sample are 
a 2.02 percent increase in accounts 
receivable and a 2.21 percent increase in 
inventory, calculated from data in his 
Table 3.) In short, my sample firms 
exhibit no indication of abnormal growth 
before the buyout, as measured by 
changes in operating cash flows, in 
accounts receivable, and in inventory. 
While there is both theoretical and empiri- 
cal support for the assumption that non- 
discretionary accruals did not increase 
systematically before the buyout, readers 
should nonetheless note that my 
inference that managers of sample firms 
did not systematically understate earn- 
ings is conditioned on that assumption. 


ADDITIONAL ACCRUAL TESTS 
AND RESULTS 


One possible reason that I find no evi- 
dence of a systematic reduction in total 
accruals before a management buyout is 
that managers of only a proper subset of 
sample firms have sufficient accounting 
discretion to understate earnings by sig- 
nificant amounts. If so, then a material 
number of zeroes are factored into the 
sample averages, and it becomes more 
difficult to detect an earnings under- 
statement in the remaining firms. As a 
check on this possibility, I partitioned 
the sample based on proxy measures 
for the degree of ex ante managerial 
accounting discretion. The 23 manage- 
ment groups that held majority control 
before the buyout proposal should, other 
things equal, have the greatest discretion 
over their firm's reported income. In 
contrast, the 14 management groups that 
proposed a buyout during a hostile take- 
over attempt should have the least 
accounting discretion because of the 
imminent threat of an unfriendly acqui- 
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TABLE 3 


QUARTERLY AND ANNUAL ACCRUAL CHANGES STANDARDIZED BY TOTAL ASSETS: 
64 MANAGEMENT BUYOUT PROPOSALS (1973-1982) 
PARTITIONED BY THE DEGREE OF Ex ANTE MANAGERIAL ACCOUNTING DISCRETION 


Quarterly 
Accrual Changes 


From 
Sample E Year-Earlier 
(number of firms: number Comparison SS 
with quarterly data) l 


Annual Accrual Changes 


1. Public Firm is Majority Controlled by Management (23:20) 


‘mean accrual change —0.0063 
median accrual change —0.0043 
ffnegative:fpositive ' 10:10 
t-statistic —0.5138 
significance level for 0.3476 


Wilcoxon signed-rank test 


2. Firm is Neither Majority Controlled Nor Currently Subject to Hostile Activity*.(27:21) 


mean accrual change — 0.0027 
median accrual change —0.0106 
fínegative: positive 13:8 

t-statistic . —0.1918 
significance level for 0.3133 


Wilcoxon signed-rank test 


3. Firm is Currently the Subject of a Hostile Takeover Attempt? (14:12) 


mean accrual change —0.0010 
median accrual change —0.0242 
#negative:#positive 7:5 

t-statistic —0.0293 
significance level for 0.2782 


Wilcoxon signed-rank test 


. Final Year Year Prior Average of Final 
From Year From Two Years Two Years From 
Prior Prior Three Years Prior 
(Q2) . (3) (4) 
—0.0193 . 0.0501 0.0319 
—0.0373 —0.0023 0.0038 
-14:9 12:11 11:12 
—0.5816 1.1571 0.8714 
0.1335 0.1542 0.6704 
— 0.0021 — 0.0120 —0.0156 
0.0064 —0.0138 —0.0154 
o 13:14 16:11 17:10 
—0.0756 —0.5510 —0.9935 
0.5430 : 0.2944 0.1080 
—0.0206 ` -—0.0256 —0.0351 
—0.0157 —~ 0.0306 —0.0611 
9:5 11:3 10:4 
—0.7531 —1.4283^ — 1.5407* 
0.1576 — 0.0660 0.0583 


a The occurrence of a hostile takeover attempt within one year of proposal was determined by inspection of proxy 
statements, The Wail Street Journal Index, and, where necessary, of relevant articles cited ee 


^ Significant at the 0.0884 level, one-tailed test. 
* Significant at the 0.0737 level, one-tailed test. 


sition (and the associated threat of man- 
agerial job loss). These latter managers 
probably viewed the opportunity to 
avoid hostile takeover by going private 
as more valuable than the potential to do 
so at lower cost (at the risk of their own 
jobs) by. taking the time to understate 
earnings of the still-public company. The 
remaining 27 sample firms would seem 
to fit somewhere between these two 
extremes in terms of managerial account- 
ing discretion. 


Table 3 reports mean/median accrual 
change data for the sample partitioned 
by the degree of managerial discretion 
over the public corporation’s reported 
income. None of the quarterly or annual 
accrual changes reported in the table for 
any of the three subsamples in any time 
period is statistically negative at the .05 
level or better. For the 23 firms whose 
managers held pre-offer majority con- 
trol, both the final quarter and final year 
(mean and median) accrual changes are 
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negative as predicted, but insignificantly 
so. The Wilcoxon significance levels for 
these accrual changes, for example, are 
— 0.3476 and 0.1335, respectively. More- 
over, the accrual changes reported in 
Table 3 provide no evidence that greater 
ex ante managerial discretion is associ- 
ated with a larger reduction in total 
accruals in periods before the buyout. In 
particular, since the accrual changes of 
the majority-controlled firms are not sta- 
tistically negative when measured against 
a zero benchmark, they obviously can- 
not be more negative than the accrual 
changes of the other two subsamples, 
which are themselves negative numbers. 

Table 3 reports that the two-year earlier 
accrual changes of the 14 sample firms 
whose managers proposed to go private 
during a hostile takeover attempt are 
negative at between the .05 and .10 sig- 
nificance levels (Column 3), as are the 
composite accrual changes for this sub- 
sample (Column 4).^ One possible 
explanation is that some managers who 


propose a buyout deliberately under- 


report income by such a wide margin 
that they draw in a hostile bidder. This 
rationale, however, does not explain the 
insignificant accrual changes of the 23 
majority-controlled firms, whose man- 
agers could deliberately understate earn- 
ings with no fear that such actions would 
attract a successful hostile bidder. A 
more plausible explanation is that the 
marginally negative accrual changes of 
the hostile ‘takeover subsample are not 
directly related to the buyout itself. Evi- 
dence in support of this latter explana- 
tion is that these accrual changes pre- 
ceded the buyout by at least two years 
and, for 12 of the 14 companies, 
- announcement of the buyout followed 
announcement of the hostile takeover 
attempt. In short, the management buy- 
out proposal may well have been a defen- 
sive response to a hostile acquisition 
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attempt rather than an action managers 
had planned over a period of several 
years. 

Managers of | ten of the 64 sample 
firms faced. some (reduced) public dis- 
closure requirements in. future peri- 
ods because the newly-private com- 
pany would have publicly-traded debt or 
preferred stock outstanding. Other things - 
equal, these managers have fewer incen- 
tives to understate earnings because 
required future disclosures might reveal 
that they had used income-reducing 
accounting techniques before the buy- 
out. Panel 1 of Table 4 reports the 
accrual changes for this subsample, 
which appear quite similar to those 
reported earlier for the full sample. For 
example, the mean accrual change in the 
final year before the management buy- 
out is —1.75 percent of total assets 
(t-statistic = — 0.6069) for the future dis- 
closure subsample, versus —1.23 percent 
of total assets (t-statistic = —0.7025) for ` 
the full sample (from Table 2). These 
data provide no indication that greater 
future disclosure requirements are asso- ` 
ciated with a smaller reduction in total 
accruals in periods before a management 
buyout. 

Panels. 2-4 of Table 4 report accrual 
changes for three subsamples in which I - 
expected managers to have relatively 
strong incentives to understate reported - 
earnings. The data reveal that none of 
these accrual changes is significantly neg- 
ative at the .05 level or. better for any - 
period reported in the table. For exam- 
ple, managers of 31 sample firms 
planned to be the sole residual claimants 


IS These accrual changes become more significant 
when deflated by total revenues. Specifically, the mean 
(median) accrual change for this subsample two years 
before the buyout is —2.69 percent (—1.91 percent) of 
total revenues, which is negative at the 0.0396 (0.0450) 
level. Similarly, the mean (median) composite accrual 
change of —3.85 percent (—4.12 percent) of total reve- 
nues is negative at the 0.0223 (0.0258) level. 
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TABLE 4 


QUARTERLY AND ANNUAL ACCRUAL CHANGES STANDARDIZED BY TOTAL ASSETS: 
VARIOUS SUBSAMPLE PARTITIONS OF 64 MANAGEMENT BuyouT PnoPosars (1973-1982) 





Quarterly 
Accrual Changes Annual Accrual Changes 
From Final Year Year Prior . Average of Final 
Sample Description Year-Earlier From Year From Two Years Two Years From 
(number of firms: number Comparison Quarter Prior Prior |. Three Years Prior 
with quarterly data) (1) Q) (3) (4) 
1. Sample Firms Subject to Some (Reduced) Future. Disclosure Requirements (10:9) 
mean accrual change —0.0132 -0.0075 .- —0.0110 —0.0211 
median accrual change 0.0047 0.0045 —0.0439. 0.0512 
#negative:#positive 4:5 6:4 7:3 7:3 
t-statistic —0.5872 —0.6069 —0.3378 —0.6837 
significance level for 0.6389 0.3052 0.3418 0.1541 
Wilcoxon test 
2. Buyouts with no Third-Party Equity Participation (31:25) 
mean accrual change ^ —0.0108 0.0179 0.0143 0.0184 
median accrual change — 0.0008 0.0151 —0.0138 —0.0108 
#negative:#positive 13:12 13:18 17:14 17:14 
t-statistic —0.8318 0.6389 0.4147 0.6379 
significance level for 0.3433 0.7976 0.4416 0.3882 
Wilcoxon test 
3. Sample Firms with “High” Price/Earnings Ratios? (32:24) | 
mean accrual change —0.0075 —0.0325 0.0112 —0.0115 
median accrual change ~ 0.0200 —0.0097 ' —0.0128 —0.0137 
#negative:#positive 15:9 18:14 20:12 21:11 
t-statistic ` ` —0.3971 ~ 1.2031 0.3843 — 0.4566 
significance level for — 0.1485 0.1370 0.4814 0.0763 
Wilcoxon test 
4, Sample Firms Whose Managers Raised the Offer Price (26:24) 
mean accrual change | — 0.0005 —0.0358 0.0243 0.0035 
median accrual change —0.0131 — 0.0131 — 0.0104 —0.0137 
ffnegative:fpositive 14:10 15:11 16:10 15:11 
t-statistic — 0.0282 — 1.5036? 0.9996 0.1585 
significance level for 0.2695 0.1737 0.4697 0.3058 


Wilcoxon test 





° This subsample contains those firms with price/earnings ratios greater than or equal to the full sample median. 
Price/earnings ratios were calculated using annual earnings per share in the year prior to the final annual disclosure 
and the average of high and low share prices for that calendar year. 


* Significant at the 0.0726 level, one-tailed test. 


of the newly-private company, while 
managers of the remaining 33 firms pro- 
posed to go private via a leveraged 
buyout with third-party equity partici- 
pants. The former managers stand to 
gain more from a given earnings under- 
statement, other things equal, because 


their corporate ownership interest is 
greater. Panel 2 of Table 4 reports 
accrual changes for the 31 firms whose 
buyout proposals: included no third- 
party equity participation, none of 
which is.significantly negative in any 
time period. These data provide no indi- 
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cation that managers who planned to be 
the sole residual claimants of the private 
corporation - systematically understated 
earnings before the management buyout. 

Other things equal, managers stand to 
gain.more from a given earnings under- 
statement. when the courts and financial 
experts assess fair value by applying a 
relatively high price/earnings multiple to 
reported earnings per share. For this 
reason, I divided the sample in half 
based on the firm's price/earnings ratio, 
which serves. as a rough proxy for the 
magnitude of the earnings capitalization 
model’s multiplier effect on reported 
earnings. I calculated a P/E ratio for 
each firm from annual per-share earn- 
ings the year before the final audited 
disclosure and the average of high and 
low share prices for that calendar year. 
Panel 3 of Table 4 reports accrual 
changes for the 32 sample firms with 
**high"' P/E ratios, none of which is sig- 
nificantly negative at the .05 level or 
better. The median composite accrual 
change in Column 4 is marginally nega- 
tive, at the 0.0763 level, and becomes 
negative at the 0.0386 level when stan- 
dardized by total.revenues. While sug- 
. gestive that accrual changes are some- 
what more negative for the higher P/E 
firms,!'ó these data provide no strong 
indication that managers of firms whose 
earnings are capitalized at a. relatively 
high P/E multiple systematically under- 
stated reported income before the man- 
agement buyout. | 

Finally, an increase in buyout com- 
pensation might be associated with a sig- 
nificant reduction in total accruals if 
some managers who deliberately under- 
- state earnings are discovered doing so by 
Outsiders, and consequently are forced 
to raise the offer price. If such discover- 
ies occur in a material number of cases, 
then the mean/median accrual changes 
of the 26 firms whose managers raised 
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the buyout compensation should be sig- 
nificantly negative before the transac- 
tion. However, as Panel 4 of Table 4 
reports, none of the accrual changes for 
this subsample is significantly negative at 
the .05 level or better in any period. 
While the final year average. accrual 
change of —3.58 percent of total assets 
is negative at the 0.0726 level under a 
t-test, the significance level for the Wil- 
coxon test is only 0.1737. Overall, these 
data offer no indication that managers 
who raised the initial offer price also sys- 


 tematically understated reported earn- 


ings before the management buyout. 
In sum, none of the mean/median 


 accrual changes reported in Table A is 


significantly negative at the .05 level or 
better for any subsample in any time 
period. These results are entirely consis- 
tent with those for the full sample (Table 
2) and for the sample partitioned by the 
degree of ex ante managerial accounting 
discretion (Table 3). Interpret this set of 
tests as constituting strong rejection of 
the joint hypothesis that managers who 
propose to take a public corporation pri- 
vate systematically understate that cor- 
poration's reported income, and that 
such understatement is- appropriately 
measured by a statistically significant 
reduction in total accruals in periods 
before the management buyout of public 
stockholders. | 


CONCLUSIONS AND INTERPRETATION 
OF THE FINDINGS 


This study investigated the accounting 
decisions made by managers of 64 New 
York and American Stock Exchange 
firms who proposed a management buy- 
out of public stockholders during.1973- 


‘6 This conjecture is not borne out by the data, 
however, since both a Liest and a Wilcoxon rank-sum 
test reveal no statistically significant differences in the 
accrual changes of the *'high"" and ‘‘low’’ P/E sub- 
samples. 
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1982. These nonarm's-length acquisitions 
engender potentially severe managerial 
conflicts of interest because managers 
who have a fiduciary duty to negotiate 
fair value for the publicly-held shares are 
themselves the purchasers of those shares, 
and thus have a countervailing incentive 
to minimize the compensation paid. This 
conflict, and the possibility that insider- 
managers can conceal favorable infor- 


mation about the firm's future prospects. 


from outsiders, has led the SEC and 
others to question whether public stock- 
holders receive adequate compensation 
for their shares. Because managers pay 
an above-market premium in these buy- 


outs, the courts and independent invest- ` 


ment bankers do not rely exclusively on 
the market price as a measure of fair 
value, but rather devise alternative bench- 
marks against which to evaluate the buy- 
out compensation. These benchmarks 
include earnings-based valuation 
approaches, so that managers can poten- 
tially lower the buyout compensation, 
and increase their personal wealth at out- 
side stockholders' expense, by deliber- 
ately understating reported earnings. : 


The empirical evidence presented in 


this paper, however, does not support 
the joint hypothesis that managers of 
sample firms systematically understated 
earnings before the management buyout, 
and that such understatement is appro- 
priately measured by a systematic reduc- 
tion in total accruals. This finding stands 
in sharp contrast to those in Healy [1983, 
1985] and DeAngelo [1985], each of 
whom used the accrual methodology 
and each of whom found evidence of 
income manipulation in a different set- 
ting. Healy, for example, concluded that 
managers whose compensation was tied 
to reported earnings tended to overstate 
(understate) earnings, depending on the 
relationship .between pre-manipulation 
accounting income and the amounts nec- 
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essary to earn a bonus. DeAngelo con- 
cluded that managers whose incumbency 
was threatened by a proxy contest tended 
to overstate earnings during the contest, - 
while dissidents who won these contests 
tended to "oke a bah" after they 


acquired control of the corporation. 


The insignificant findings in the cur- 
rent paper are, however, similar to 
the accrual results in Liberty and 
Zimmerman [1985], who found no indi- 
cation that managers of firms engaged in 
union negotiations systematically under- 
stated earnings in attempts to reduce 
wage concessions. One possible explana- 
tion for both sets of insignificant results 
is that the accrual methodology is simply 


not powerful enough to detect system- 


atic income manipulation. This explana- 
tion seems unlikely, however, given the 
significant results reported by both 
Healy [1983, 1985] and DeAngelo [1985]. 
A second possibility is that account- 
ing earnings realizations are an unimpor- 
tant factor in union negotiations and 
management buyouts or, in the limit, 
simply irrelevant. overall, as discussed in 
Holthausen and Leftwich [1983]. This 
latter explanation also seems implausi- 
ble, at least in the current context, since 
the courts and independent financial 
experts apparently accord major empha- 
sis to earnings-based valuation approaches 
in their assessments of fair value in non- 
arm’s-length acquisitions. 

Perhaps the most plausible explana- 
tion for the current findings is that, 
because managerial conflicts of interest. 
are severe in these buyouts, public stock- 
holders and their financial advisors invest 
resources to examine firms! financial 
statements for evidence of income-reduc- 


~ Ing accounting techniques. Such careful 


examination takes place regardless of 
whether those financial statements are 
audited or unaudited.. Managers who 
propose to buy out public stockholders 
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are therefore faced with the prospect of 


detailed scrutiny that could engender ` 
large personal wealth losses through alle- 


gations of fraud and federal securities 
law violations. Hence, they do not find it 
in their interest to systematically employ 
accounting techniques that materially 
reduce reported earnings. In other 
words, the reason that managers do not 
systematically understate earnings is not 
that earnings are unimportant; rather, 
it is because earnings are sufficiently 
important to attract careful scrutiny 
by the parties who would be adversely 
affected by a successful strategy of income 
manipulation. 

This explanation may also fit the results 
in Liberty and Zimmerman [1985], since 
union leaders can suffer large direct 
wealth losses if their failure to discover 
earnings understatements results in a less 
valuable wage package for their constitu- 
ents. Hence, they have correspondingly 
strong economic incentives to search 
financial statements for evidence of 
income-reducing accounting techniques. 
Members of compensation committees do 
not have direct economic incentives of 
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the same magnitude [Healy, 1983, 1985], 
and the potential gains to managers from 
an increased bonus may simply be imma- 
terial from the perspective of outside 
stockholders. Finally, while dissident 
stockholders apparently scrutinize finan- 
cial statements of firms engaged in proxy 
contests [DeAngelo, 1985], any income 
manipulations they discover may be less 
likely to influence other stockholders 
because of especially great free-rider 
problems. in stockholder voting. For 
example, dissidents: may by unable to 
convince other stockholders that man- 
agers manipulated earnings because 
other stockholders recognize that dis- 
sidents have their own ‘‘ax to grind" in 
these contests. Whichever explanation 
proves to be the more descriptive, one 
inference stands out clearly: the evidence 
presented here does not support a theory 
of accounting choice in which managers 
who propose to buy out public stock- 
holders. both have substantial discretion 
over the public corporation’s reported 
earnings and systematically exercise that 
discretion to their own advantage. 
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Ivar Kreuger’ s Contribution to 
U.S. Financial Reporting 
Dale L. Flesher and Tonya K. Flesher 


ABSTRACT: The most widely-held securities in America (and also the world) during the 
: 1920s were the stocks and bonds of Kreuger & Toll, Inc., a Swedish match conglomerate. 
The company was founded and headed by Ivar Kreuger. The reason Kreuger's securities were 
so popular was that they were sold in small denominations and paid high dividends. Dividends 
of over 20 percent annually were paid on both stocks and bonds. Unfortunately, these 
dividends were paid mostly out of capital, not profits. Kreuger was essentially operating a 
giant pyramid scheme, which was hidden from the investing public by Kreuger's insistence 
that financial statements not be audited. He preached a philosophy that secrecy was 
paramount to corporate success. The bankruptcy of the company in 1932 was the largest on 
record and resulted in numerous changes in financial reporting. Articles in magazines and 
newspapers kept Americans. aware of the extent of the fraud scheme at the same time 
Congress was considering the passage of a federal securities law. Thus, the timing of the 
bankruptcy and the corresponding media coverage made it politically expedient to pass laws 
that would make it difficult for similar schemes to be successful in the future. Such laws were 
indeed passed, and. the Congressional committee reports specifically refer to Kreuger. The 


' of the securities acts. 


hypothesis of this paper is that the Ivar Kreuger fraud contributed significantly to the passage _ 


-HE most widely-held securities in 


America (and also the world) dur- - 


ing the 1920s were the stocks and 
bonds of Kreuger & Toll, Inc., a Swedish 
match conglomerate [Shaplen, 1960, p. 
128]. The company was founded and 


despite the fact it was a multibillion- 
dollar international enterprise with 400 
subsidiaries. The hypothesis of this study ` 


is that it was the downfall of the Kreuger ` 


headed by Ivar Kreuger, who was gener- 


ally known throughout the world as the 
“Match King." Kreuger’s rise and fall 
‘spanned, and in a way synthesized, the 
years.of boom and depression between 
' 1918 and 1932. Because great quantities 
of Kreuger & Toll securities were issued, 
and the company was for the most part a 
gigantic fraud, the bankruptcy of the 


company in 1932 was the largest on rec- - 


ord and resulted in numerous changes in 
financial reporting [Churchill, 1957, p. 
263]. Surprisingly, Kreuger. and Toll 
kept few financial accounting records 
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empire that contributed .significantly to 


the passage of the U.S. securities acts, `- 


the requirement of mandatory audits for 
listed companies, and a movement to- 
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ward uniformity in accounting princi- 
ples. 

This article in no way attempts to 
judge the worthiness of the Securities 
Act of 1933; the only point is to empha- 
size that the bankruptcy of Ivar Kreuger 


contributed to the passage of the Act. In 


fact, the many empirical studies that 
have cast doubt on the benefits of the 
securities acts may indirectly lend cre- 
dence to the hypothesis of this study—that 
passage was attributable to a political 
reaction to a single fraud rather than to 
an in-depth study of what would be ben- 
eficial. Indeed, Ivar Krueger, although 
called **the greatest swindler in all his- 
tory" [Stock Exchange Practices, 1933, 
p. 1355; Josephson, 1972, p. 107], may 
have played the most prominent role in 
the development of accounting as we 
know it today. An analysis of the writ- 
ings from the popular press and from 
Congressional hearings will be used to 
support the above hypothesis. 


THE KREUGER SCHEME 


Ivar Kreuger came to America in 1900, 
at the age of 20, and got his start in 
business working in a variety of cities 
[Marcosson, 1929, p. 233]. While work- 
ing as a construction engineer in New 
York, he helped build the Macy's build- 
ing and the Plaza and St. Regis Hotels. 
His next job was the building of the foot- 
ball stadium at Syracuse University 
[‘‘Ivar Kreuger A Suicide... ,’’ 1932, 
p. 22]. He later returned to his native 
Sweden, where he took over his father's 
(Ernst Kreuger) small match-making fac- 
tory in 1913 [Marcosson, 1929, p. 234]. 
Also, at the time he returned to Sweden, 
Kreuger formed a construction engineer- 
ing firm with Paul Toll. The match com- 
pany was soon merged into Kreuger & 
Toll. Toll’s only participation in Kreuger 
& Toll was in the legitimate operations 
of the engineering branch of the firm. 
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Through a series of mergers and reor- 
ganizations, Ivar Kreuger eventually 
controlled the entire Swedish match in- 
dustry. He then began to make inroads 
on the match business in Europe. Kreuger 
realized that the poverty of many gov- 
ernments after World War I provided a 
wonderful opportunity for capitalists 
with plenty of cash. Thus, Kreuger & 
Toll set out to make big loans (as much 
as $125 million per country) to govern- 
ments in return for official match mon- 
opolies [Reich Match... ," 1929, p. 
4]. This scheme worked so successfully 
that by the end of 1930 Kreuger had 
complete monopolies in 14 countries and 
huge trading concessions in many others. 
Altogether, this amounted to 90 percent 
of the world's match production [‘Other 
2. ," 1930, p. 44]. Kreuger regularly 
emphasized to investors that the foreign 
loans were risk-free since they were 
secured by an excise tax on match sales— 
the proceeds of which went into a trust ` 
account at a Kreuger-owned bank until 
the loan and interest had been paid (Mar- 
tyn, 1932, p. 3]. 

Before Kreuger could lend millions of 
dollars to foreign governments, he obvi- 
ously had to obtain the cash from some 
source. One such source was the gullible 
American public. Many of the securities 
issued by Kreuger ended up in the hands 
of small investors. This was made easier 
by the fact that the securities were often 
issued in small denominations. Also, 
wealthier Americans found this invest- 
ment to be a good tax avoidance scheme. 
Kreuger was able to minimize taxes for 
both his corporations and the share- 
holders by channeling all income, both 
real and supposed, through corporations 
based in tax-free countries [‘‘Ivar 


. Kreuger III," 1933, p. 74]. 


One reason for the popularity of Ivar 
Kreuger's securities was that such high 
dividends were paid regularly. Annual 
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dividends of as high as 20 percent were 
paid on both stocks and (participating) 
bonds.. Unfortunately, these dividends 
were mostly paid out of capital, not 
profits [Man Who Trapped...” 
1933, p. 1]. Price Waterhouse later esti- 
mated that actual profits were only one 
and one-half percent of capital and this 
was before deducting interest expense 
['*Kreuger Earnings... 77 1933, p. 31]. 
Ivar Kreuger was essentially operating a 
giant pyramid scheme [Callender, 1932, 
p. 2]. Neither the investing public nor 
financial analysts were aware of the ex- 
tent of Kreuger's manipulations because 
corporate secrecy was practiced by many 
firms at that time. In fact, Kreuger often 
stated that all an investor needed to 
know was a company's dividend policy; 
nothing else mattered. Kreuger often 
told accountants, as well as bankers and 


other investors, that the key to success 


was ''silence, more silence, and even 
more silence" [Marcosson, 1929, p. 
238]. Thus, if an investment banker were 
to ask for an audited balance sheet, 
Kreuger would simply refuse to deal with 
that individual. Since Kreuger's securi- 
ties paid such high dividends, no invest- 
ment banker wanted to risk losing Kreuger 
& Toll securities [Debedts, 1964, p. 28]. 
Thus, billions of dollars worth of securi- 
ties changed hands without reference to 
financial statements. As it came out dur- 
ing the Senate investigation, even the 
corporate directors never saw any finan- 
cial statements. Neither did the directors 
attend directors’ meetings [‘‘Man 
Who ...," 1933, p. 13]. In Kreuger's 
defense, some amount of secrecy was 
needed. Since he was dealing with foreign 
kings and dictators about government 
monopolies and taxes on matches, some 
agreements had to be kept secret. Unfor- 
tunately, Kreuger used this need for 
some secrecy to his own advantage by 
fabricating stories to fit the situation 
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[Austin, 1937, p. 6]. In fact, Kreuger 
apparently prepared by hand every finan- 
cial statement his companies ever issued 
without reference to journals or ledgers 
[The Kreuger Affair,” 1932, p. 16]. He 
reputedly then told his few accountants 
to record the entries necessary to make 


the books correspond to the already pre- 


pared financial statements [Churchill, 
1957, pp. 249-255]. ` 

Ivar Kreuger became known as the 
greatest financial genius in the world 
[Callender, 1932, p. 13]. He appeared on 
the cover of 7ime magazine during the 
week of the stock market crash in 1929 
[‘‘Business . . . ,"* 1929]. Major articles 
appeared in the Saturday Evening Post 
[Marcosson, 1929 and 1932] and The 
Literary Digest [Other . . . , 1930]. He 
was an advisor to kings and presidents. 
He was a frequent visitor at the Hoover 
White House [Churchill, 1957, p. 207; 
*Kreuger Visits... ," 1932, p. 1]. 
After making a loan of $75 million to 
France and saving the country's cur- 
rency, he was awarded the Grand Cross 
of the Legion of Honor, the French 
equivalent of knighthood [Callender, 
1932, p. 13]. The money he passed out to 
foreign governments was often used for 
humanitarian purposes, which made him 
seem less like a financier than a bene- 
factor. He was occasionally referred to 
as the ‘‘Savior of Europe," and some- 
times as the ‘‘Savior of the World" 
[Churchill, 1957, p. 141]. He was a peace- 
maker for the League of Nations at the 
Hague, and was sometimes suggested as 
a candidate for the Nobel Peace Prize 
[Callender, 1932, p. 13]. In 1930, Kreuger 
and Franklin D. Roosevelt received 
honorary doctorates from Syracuse Uni- 
versity [“Dr. Ivar Kreuger,” 1930, p. 40]. 
And if his financial roles were not enough 
to keep Kreuger in the public eye, he was 
often seen in the company of film actress 
Greta Garbo, whom he had sponsored 
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early in her career; the two were often 
romantically linked [Churchill, 1957, p. 
183]. Thus America, and much of the 
world, was Kreuger-conscious. 


KREUGER SECURITIES 


Kreuger issued a great variety of secur- 
ities. In addition.to Kreuger & Toll 
common stock, stock was issued.by many 
Kreuger & Toll subsidiaries. Ivar Kreuger 
controlled about 400 different corpora- 
tions. The largest subsidiaries were the 


Swedish Match Company and the Inter- ` 


national Match Corporation. Some stock 
issues were quite original; their rights 
were unlike typical common stock rights. 
For example, in 1924, Kreuger issued the 
first of several ‘‘gimmick’’ securities. 


These were Class B shares. In contrast to . 


Class A shares which had full voting 
rights, Class B shares represented one 
 one-thousandth vote per share, but had 
the same face value and dividend rights 
[Business and Finance," 1929, p. 46]. 
Thus, Kreuger was eventually able to 
control his billion-dollar empire with 


Class A shares of his own which totalled 
less than one percent of the outstanding ` 


shares. In 1927, Kreuger offered Ameri- 
- can investors $50 million of sinking fund 
convertible debentures (which . were 
promptly oversubscribed). In 1928, he 
introduced the participating debenture. 
This was an unsecured bond that, in 
addition to paying a standard five percent 
rate of interest, would also pay additional 
interest if the company was profitable. 
These bonds sold in denominations as 
low as $5. : 
Even after the stock market crash in 


1929, Kreuger & Toll securities sold well. | 


At that time, Kreuger & Toll securities 
were listed on more stock exchanges and 
were more widely held than any other se- 
curity in the world. The company at no 


time suspended dividend or interest pay- ` 


ments. Of course, there is no reason why 
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the onset of the Depression would have. 
any effect on dividend payments since 
dividends had never been based on prof- 
its. Instead, Kreuger was operating a gi- 
gantic pyramid scheme where new financ- 
ing had to be obtained constantly to pay 
interest and dividends on. already out- 
standing securities. High dividend pay- 


. ments were necessary to ensure the con- 


tinued sale of new securities. And the 
continued sale of new securities was 
necessary to make the dividend pay- 
ments. It was a never-ending cycle. 
Eventually, the pyramid was bound to 
topple. "E 

In addition to the many legitimate 
businesses of Kreuger & Toll, many shell 
corporations also existed onlv on paper. 
Supposedly, some of these shell corpora- 


tions were formed in small European 


countries for the purpose of avoiding 
income taxes, while others were formed 
only to become a part of the fraud 
scheme [Churchill, 1957, p. 115-117; 
Stoneman, 1932, pp. 22-23]. Many of 
these nonexistent companies were quite 
profitable, at least on paper. Only 
through these shell corporations was 
Kreuger able to show sufficient profits to 
make high dividend payments. 

The Depression accelerated the pyra- 
mid's topple. Less and less profit was 
earned from the legitimate parts of the 
businesses, and investors had little or no 
money for new stock and bond offer- 
ings. Thus Ivar Kreuger could no longer 
maintain his fraud. Seeing the end of his 
empire, Ivar Kreuger took his own life 
on March. 12,- 1932. Initially, people 
mourned his death. The New York Daily 
Express compared his death to that of 
Caesar. The Economist described his 
death as a Greek tragedy: 


By the death of Kreuger, the world 
has lost a man of great constructive 
intelligence and wide visions, who 
planned boldly, yet on a basis which ` 
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seemed to be protected by carefully de- 
vised safeguards, and who for once 
seemed about to combine with the prof- 
its of private enterprise a real contribu- 
tion to the welfare of nations [Barman, 
1932, p. 238]. 


This saintly viewpoint was not to last. 
Within a month after his death, the Price 
. Waterhouse auditors had begun to unravel 
the true state of affairs of Kreuger & 
Toll, Inc. Subsequently, it was found 
that nearly a quarter of a billion dollars 
in reported assets had never existed. 
Within two months after Kreuger's 
death, there were calls for legislation to 
stop future Kreuger-like frauds [Wink- 
ler, 1932]. 

The stock market impact of Kreuger's 
suicide was significant; on the Monday 
following Kreuger's death, the stock of 
Kreuger & Toll accounted for one-third 
of the New York Stock Exchange vol- 
ume. The stock was selling for $5 per 
. share on the day Kreuger died. The fol- 
lowing Monday (March 14), the stock 
opened at 1-7/8 [The Passing..., 
1932, p. 57]. Within weeks, it was selling 
for five cents per share, and ultimately 
sold for as little as three cents per share. 


. KREUGER'S ACCOUNTING PRINCIPLES 


Retrospectively, some Swedish biogra- 
phers of Kreuger argued that he was not 
a crook; he simply followed: different 
accounting principles than did other 


companies [Shaplen, 1960, p. 95]. For. 


one thing, the balance sheets of Kreuger's 
comipanies, which he made up himself, 
- were heavily laden with intangible assets 
at a time when other companies rarely 
recorded intangibles. His balance sheets 
regularly showed monopoly rights as a 
major asset. For example,. when it was 
discovered that Kreuger had forged $140 
million of Italian bonds, the U.S. sub- 
 sidiary, International Match Corpora- 
tion, had to write off a $27 million in- 
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tangible asset (being 1/6 of total assets) 
representing the rights to a match mon- 
opoly in Italy, which did not exist. Bribes 
to foreign officials were another intangi- 
ble asset Kreuger frequently reported 
[Shaplen, 1960, p..95]. 

One biographer stated: 


He was obviously aware that he was 
inflating his values, but it seems possi- ` 
ble that this amoral and visionary man 
believed he was not doing anything ter- 
ribly wrong or, at least, anything 
unrectifiable, And, considering the 
peculiar financial morality of the day, 
perhaps he was not very different from 
the genus speculans all.around him 
[Shaplen, 1960, p. 97]. | 


The above statement is perhaps sup- 
ported by the following quotation attrib- 
uted to Kreuger: 


You know, it's a curious thing how 
every period in history has its own gods, 
its own high priests and holy days. It's 
been true of politics and religion and 
war, and now it's true of economics. 
We've created something new. Instead 
of being fighting men, as in days of old, 
we're all in business, and we've chosen 
some new high priests and called them 
accountants. They too have a holy day 
—the 31st of December—on which we're 
supposed to corifess. In olden times, the 
princes and everyone would go to con- 
fession because it was the thing to do, 
whether they believed or not. Today the 
world demands balance sheets, profit- 
and-loss statements once a year. But if 
you’re really working on great ideas, 
you can’t supply these on schedule and 
expose yourself to view. Yet you’ve got 
to tell the public something, and so long 
as it’s satisfied and continues to have 
faith in you, it’s really not important 
what you confess. The December cere- 
mony isn’t really a law of the gods—it’s 
just something we've invented. All right, 
let’s conform, but.don’t let’s do it ina 
way that will spoil our plans. And some 
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day people will realize that every balance 
sheet is wrong because it doesn't contain 
anything but figures. The real strengths 
and weaknesses of an enterprise lie in 
the plans [Shaplen, 1960, p. 98]. 


Those who invested in Kreuger & Toll 
securities were victimized not only by the 
scheme itself, but also by their own blind 
greed. Accounting and financial report- 
ing as we know it today was then in its 
infancy. Investors based their decisions 
solely on dividend payments, the per- 


sonal reputation of Ivar Kreuger, and 


the prestige of the brokerage firm which 
had underwritten the American securi- 
ties, Lee, Higginson & Company [‘‘Ivar 
Kreuger HI,” 1933, pp. 72-74]. As a 
consequence, innocent investors through- 
out the world lost hundreds of millions 
of dollars. Kreuger's dishonesty resulted 
in tragedy for thousands of investors and 
reaction to its disclosure was swift. The 
news of the Kreuger swindle preceded 
the passage of the first securities act by 
only a year (see the synchronological 


time line in Exhibit 1). Over 300 articles 
about Kreuger's fraud appeared in the 


New York Times during 1932 and 1933. 
Other newspapers in both large cities and 
small towns provided similar coverage. 
In addition, five books on Kreuger were 
published in English in 1932 and 1933 
[Allen, 1932; Sparling, 1932; Stoneman, 
1932; Georg, 1933; and Soloveytchik, 
1933]. Congressional committee reports 
also mentioned the need to protect inves- 
tors from people like Kreuger. Perhaps a 
great swindler such as Kreuger was nec- 
essary so that future investors could be 
protected from his type. 


ACTIONS IN CONGRESS 


The U.S. Congress first took note of 
the Kreuger scandal as early as April 18, 
1932— just a few days after the issuance 
of the initial Price Waterhouse report. 
Representative LaGuardia of New York 


` The Accounting Review, July 1986 


issued a scathing attack on the floor of 
the House against the system which per- 
mitted a swindle such as that perpetrated 
by Kreuger. His particular target was the 
New York Stock Exchange: ‘ʻI say to all 
the holders of Kreuger bonds in this 
country that they could not have been 
swindled out of their money had it not 
been either for the carelessness, indiffer- 
ence or connivance of the New York 
Stock Exchange” [Congressional Record, 
April 18, 1932, p. 8399]. | 

In July, 1932, a long discussion of the 
Kreuger case took place on the floor of 
the Senate, centered around a presenta- 
tion by Senator George Norris of Ne- 
braska, assisted by Senator Huey Long 
of Louisiana. Senator Norris began with 
a statement that ‘‘all the money taken by 


the publicly labeled scoundrels who ped-. ' 


dle blue-sky securities, and on whom the 


‘better-business bureaus wage continual 


warfare, is but a drop in the bucket to 
the billions of dollars which have been 
lost to American investors and banks" 
because of Kreuger and his cohorts. 
Senator Norris concluded his formal pre- 
sentation with this statement: 


It is only one of thousands, one of 
the big ones, it is true; but it is an illus- 
tration of what is going on all over the 
civilized world. It is an illustration of 
the deceit and trickery and the debauch- 
ery with which men of great wealth are 
trying to accumulate millions more of 
great wealth and to get it through the 
contribution of the pennies of thé poor 
of every land under the sun [Congres- 
sional Record, July 13, 1932, p. 15201]. 


When the United States Senate first 
took up the subject of the pending se- 
curities law in 1933, the case of Kreuger 
& Toll was the first one discussed. The 
section of the committee report dealing 
with Kreuger is over 250 pages in length 
[Stock Exchange Practices, 1933]. The 
emphasis of the committee report was 


427 


Sjuaudojasag prunu] 


MUU JO 
mo psyiodes 
jou pq inq 
"SEA *$911unoos Jo 
*s8unst] juanbasqns uonen3o1 
AS) A3U 0j Ioud ul ‘s}Ipne [£19p3] 
Go pousts Sirpne simbar 0] 2218? 0} spuauiuio2o1 
EEGI Jo DY SasuBYyoXa Jou10 S323]SI| Mou 'sasdejoo UuOS[IA 
Sontag pue ASAN saimboi qSAN Jox1eul 32018 juopisaJg 
—EE6T “ABN C —ZE6I ‘dy l .  —6661 “19q0190 BU 
Fret £€6I C€6I WË USA ? O£61 6261 8I6I 
/ | 7 -, 7 7 7 7 $ 7 
'Jlodn3ly 
Jo uoissnosrp "SOA 
qonur-—o2j?uog 'Iognory Jo8nolM 
ut sSurIeapq SHEI jo asdejjos 
SIPULIA BipsenHey DOS Isdnory 
e8ueuqoxq goe ` Ueulsal3UuO) ` JO opriomg 
—££6I *Arenue “CEG ‘Tidy —ZEGT ‘PIN 
'S9nAHnoe 
JadnoalM 
uo podal 
"Jonas SSNOYIIIE MA 
Sossnosip . -33Ug ISI 
EE . jo 92uenss 
—1t€61 ‘Aine —4t6I 'Tudy 


DRAI 49821 0) uonovay pup EE 


ANI] ANIJ, TVOIDOTONOWHONAS © 
I L8IHXd 


Flesher and Flesher 


428 


the importance of secrecy to the success 
of Kreuger's fraud scheme. Senators 
supporting federal securities laws 
pointed out that there was no organiza- 
tion or individual to whom the investor 
could look for protection in a scheme 
such as that perpetrated by Kreuger. 
Even the directors of the company knew 
nothing of the fraud. In fact, the 
American director of Kreuger & Toll ad- 
mitted on the witness stand that he had 
never attended a meeting of the board of 
directors, evidently having the view that 
the directorship would give him certain 
business advantages, but that he owed 
no obligation to the American investor 
[Stock Exchange Practices, 1933]. 

The Congressional committee spent 
some of its time discussing the laxity with 
which the New York Stock Exchange 
administered its listing agreement with 
Kreuger & Toll. It was noted that 
Kreuger & Toll agreed to keep the ex- 
change advised of. substitution of col- 
lateral on loans, but such substitutions 


were never reported even though in one . 


instance the collateral on a $50 million 
issue was reduced by 90 percent. 

The Senate’s conclusion was that such 
lax reporting led to investor greed—and 
the subsequent downfall resulted in 
people losing not only their wealth; but 
their health as well. The remedies for 


such problems, according to Senator 


Norbeck, were as follows: 


1. Simpler corporate structures and 
more straightforward accounting 
and auditing. | 

2. Better and more complete informa- 
tion about investments, cleaner pub- 
licity, more facts, and less bunk. 

3. An obligation of personal liability 
for the accuracy of any facts stated 
in investment advertisements [Con- 
gressional Record, May 11, 1933, p. 
3231]. 


Accountants who testified before 
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Congress included A. D. Birning, of 
Ernst and Ernst, and George O. May, 
then with Price Waterhouse. Birning, the 
auditor for the International Match 
Corporation subsidiary, stated that he 


. had repeatedly urged the directors of the 


International Match Corporation and 
representatives of the underwriting firm 
which processed Kreuger's securities 
(Lee, Higginson, & Co.) to permit his 
firm to audit the books of Kreuger & 
Toll. However, because Kreuger & Toll 
was the leading company in Sweden, the 
country did not relish having foreign 
accountants looking over the company's 
affairs. Birning was cited by members of 
the Senate committee as playing the 
principal role in the downfall of Ivar 
Kreuger. Birning had pursued Kreuger 


all over the world seeking the. where- 


abouts of $50 million in German bonds 
which supposedly belonged to Interna- 
tional Match. Kreuger kept giving Birn- 
ing different answers—none of which. 
could be confirmed by Birning. Birning's 
pursuance was believed to be the most 
pressing cause of Kreuger's suicide 
[Stock Exchange Practices, 1933, p. 
1255]. 

George O. May was cited as having a 
dramatic flair as he emphasized the leg- 
erdemain Kreuger used in shuffling assets 
and the amazing confidence the man 
created among investors. For the benefit 
of the Congressional hearings, Price 
Waterhouse & Company made public a 
brief general statement summing up the 
firm's conclusions with respect to the 
Kreuger swindles. Price Waterhouse had 
been hired to conduct a thorough investi- 
gation of all of the Kreuger concerns and 
had previously issued 57 reports on the 
subject, The Price Waterhouse state- 


. ment, which received considerable pub- - 


licity, was as follows: 


The perpetration of frauds on so 
large a scale and over so lorig a period 
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would have been impossible but for (1) 
the confidence which Kreuger succeeded 
in inspiring, (2) the acceptance of his 
claim that complete secrecy in relation 
to vitally important transactions was 
essential to the success of his projects, 
(3) the autocratic powers which were 

- conferred upon him, and (4) the loyalty 
or unquestioning obedience of officials, 
who were evidently selected with great 
care, having regard to the parts which 
Kreuger intended them to take in the 
execution of his plans. 

Enterprises in which complete secrecy 
on the part of the chief executive officer 
as to the way in which important parts 

of the capital are employed is, or is 
alleged to be, essential to success, are 
fundamentally unsuited for public 
investment, since such secrecy under- 
mines all ordinary safeguards and 

. affords to the dishonest executive 
unequaled opportunities for the per- 

.petuation and concealment of frauds 
[^Why the... ,’’ 1933, p. 40]. 


Another influential individual testify- 
ing was Frank Altschul, chairman of the 
New York Stock Exchange Committee 
. on Stock List, who stated that even the 
wisest members of the New York Stock 
Exchange had been fooled by Kreuger. 
As a direct result of Kreuger’s swindle, 
the New York Stock Exchange was al- 
ready (early 1933) requiring independent 
audits of the reports of all new appli- 
cants for listing [Stock Exchange Prac- 
tices, 1933, p. 1357; May, 1936, p. 145]. 
. Altschul also stated that he thought the 
Exchange would soon require audits of 
all companies listed on the Exchange. 
. Both Altschul and the senators were in 
agreement that independent audited 
reports should be required of all public 
companies because investor confidence 
had been so shaken by the Kreuger affair 
[Stock Exchange Practices, 1933, p. 
1357]. The safeguard provided by peri- 
odic audits was universally applauded by 
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newspaper editors. The New York Daily 
Mirror stated that ‘‘gigantic swindles like 
the Kreuger & Toll Concern could not be 
organized"" if regular audits were re- 
quired. The Philadelphia. Record urged 
Congress to require audits which would 
be expected to result in greater publicity 
and uniformity in corporate accounting 


[Why the House . . . ,”’ 1933, p. 40]. 


George O. May even emphasized to 
Congress the benefits of mandatory 
audits: 

That is one of the good things that I 
think has come out of this. That people 
have realized that, however trustworthy. 
people may seem to be, some objective 
study is eminently desirable. In fact, the 
whole advance of accounting in this 
country is marked by a series of events 
like this. . . . Now they have come to 
find that, even though it may be only 
one case out of a hundred, it may some- . 
times be a valuable additional protec- 
tion [Stock Exchange. Practices, 1933, 
p. 1273]. 


May apparently, however, warited. to 
keep legislation at a minimum— perhaps 
thinking the New York Stock Exchange 
requirement was sufficient—as he 
warned against too much legislation: 


Of course, all these things are a ques- 
tion of balancing risks against costs. If 
you create a machinery of protection 
that is unduly expensive, you kill indus- 
try and you put a burden on new financ- 
ing that is out of proportion to its value 
[Stock Exchange Practices, 1933, p. 
1274]. . 


Of course, May had been speaking out 
against federal regulation of accounting 
since at least as early as the publication 
of the Ripley article in The Atlantic 
Monthly in 1926 [Zeff, 1984, p. 151]. A 
warning that legislation should be kept 
to a minimum was in reality a reversal of . 
May's longstanding advocacy of no leg- 
islation at all limiting accounting. This 
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reversal could probably be attributed to 
‘May’s fear of Congressional overreac- 
tion to the Kreuger fraud. 

While Altschul was testifying, he 
broached a new subject that liad not 
been considered by the Senate—the 
uniformity of accounting principles. 


Now may I at this point develop 
along another line which I do not think 
has come to your attention by way of 
illustrating the activities of the exchange 
in these matters. We have been laying so 
much emphasis in recent years on the 
obtaining of independent audited state- 
ments that we have begun to wonder 
whether an independent audited state- 
ment, which may mean so much and 
may mean so little, would not in itself 
become ultimately a matter that would 
involve further deception of the public. 
We have been having, therefore, a series 
of meetings and conferences with ac- 
countants with a view to seeing whether 

_ as long as the public is going to be asked 
to place so much reliance on the state- 
ments of independent auditors, if we 
can not get some agreements in cooper- 
ation with the accountants in regard to 
some of the general governing princi- 
ples of accounting and in regard to ac- 
counting practice. | 

An auditor's certificate—and I am 
not speaking as an auditor now, or 
qualified to speak as an auditor—but an . 
auditor's certificate may be perfectly 
true as representing the condition of the 
books, but there are so many different 
kinds of ways in which the books them- 
selves can be kept, that unless you have 
got some standardized practice that . 
goes beyond the mere certificate, the 
chances of deceit are still inherent in the 
situation. [Stock Exchange Practices, 
1933, p. 1358]. ` 


At this point, Altschul submitted a 
preliminary report of the meetings be- 
tween the New York Stock Exchange 
and the American Institute of Accoun- 
tants, which was entitled ‘‘Value and 


The Accounting Review, July 1986 


Limitation of Corporate Accounts and 
General Principles for Preparation of 
Reports to Stockholders" [Stock Ex- 
change Practices, 1933, p. 1358]. The 
report was subsequently issued, without 
change, by the American Institute under 
the title Audits of Corporate Accounts. 


OTHER POSSIBLE INFLUENCES 


Some might argue that other bank- 
ruptcies of the early 1930s, particularly 
that of the Insull companies, were 
equally important in motivating Con- 
gress to act with respect to securities leg- 
islation. They certainly would have 
added fuel to the fire. Indeed, a reading 
of President Franklin Roosevelt’s pleas 
for securities regulation would lead one 
to believe that Insull and Kreuger were 
equally guilty with respect to defrauding 
the public [Roosevelt, 1938, p. 93]. Simi- 
larly, Felix Frankfurter, counsel to the 
House committee which considered the 
securities bill, in an article defending ` 
passage of the securities act, attributed 
passage to both Kreuger and Insull 
[Frankfurter, 1933]. Contrary to these 
political utterances, however, the case 
for Insull is not as strong as that for 
Kreuger. No other case received as much 
publicity and was as large in terms of 
dollar losses as. was Kreuger & Toll. 
Kreuger was a legend on Wall Street and 
throughout the world. Kreuger had de- 
frauded—through misstated balance 
sheets and income statements—hundreds 
of thousands of. individual. investors, 
numerous university endowment funds, 
and hundreds of banks [‘‘Ivar Kreuger 
III," 1933, p. 70]. Indeed, the list of 
banks suffering losses at the hands of 
Kreuger includes several in nearly every 
state of the union. | 

Alternatively, Insull was guilty of 
nothing more than participating in a few 
wash sales in the last days when the 
Depression. was toppling his empire (a 
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practice that was not illegal). Although 
Insull was tried on a variety of charges, 
he was subsequently acquitted of all wrong- 
doing [‘‘Insull Acquitted with... 

1934; ‘‘Insull Acquitted on... ," 1935; 
“Last Court . . . ," 1935]. In contrast 
to the five. books published on Kreuger, 
the Cumulative Book Index for 1928 to 
1937 showed none dealing with the sub- 


ject of Insull until 1937 [Ramsay, 1937]. 


Insull simply was not as newsworthy as 
Kreuger. In addition, Insull operated out 
of Chicago and investors who lost money 
were primarily located in Indiana, Illi- 
nois, and Wisconsin [McDonald, 1962, 
pp. 203-204]. Insull avoided Wall Street 
and New York bankers because of dis- 
putes he had with them while he was 
Thomas Edison's secretary prior to the 
turn of the century [McDonald, 1962, p. 
39 and p. 204]. Also, Insull's entire 
empire did not crumble at the same time. 
‘Small companies would periodically an- 
nounce bankruptcy; some Insull com- 
panies never succumbed to bankruptcy; 
and for some that did, Insull was the 
court-appointed receiver [''Expect 
Dawes...," 1932, p. 31]. Not only 
was Insull not viewed in the same light as 
Kreuger, but the former was even 
awarded a pension of $18,000 annually 
by one of his companies when it became 
known that he was penniless after the 
downfall of his companies [Congres- 
sional Record, July 13, 1932, p. 15201; 
“Collateral of..." 1933; “‘Insull 
Pension .. . ,"* 1935]. Thus, Insull was 
viewed more sympathetically than 
Kreuger. 

Even George O. May emphasized the 
difference between Kreuger and Insull 
during the Senate hearings. When asked 
to compare the two, May stated that al- 
though Insull’s holdings might be diffi- 
cult to unravel, no secrecy was involved. 
Kreuger. "is quite a different phenome- 
non, to my mind. This is an absolutely 
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. unique case, and I think for that reason 


there is danger in legislating for it be- 
cause I do not suppose there has been 
anything to compare with it since the 
South Sea Bubble" [Stock Exchange 
Practices, 1933, p. 1271]. : 

In a January 16, 1933, letter to all 
Price Waterhouse partners on the recent 
action of the New York Stock Exchange 
and the New York Curb Exchange to re- 
quire mandatory audits, George O. May 
called the requirement an important step 
in the development of financial auditing. | 
May then mentioned the Kreuger case as 
having led to these developments [May, 
1936, p. 145]. : 

The public may Have blamed the 


. nation's financial ills on the stock 


market crash and the Depression. 


The public in the first year or two after 
the great crash had participated in the 
early tendency to diagnose ‘‘specula- 
tion” as the cause of the nation's finan- 
cial ills. In later years it had, however, 
found room for increasing doubt that 
speculations furnished the chief cause 
for the mountainous public Josses in in- 
vestments. The collapse of such finan- 
cial structures as those of Insull and 
Kreuger revealed a callous exploitation 

- of the investor, whose financial support 
had been so earnestly solicited [Debedts, 
1964, pp. 27-28]. 


Congress apparently shared this view, 
for otherwise it would have taken up the 
subject of securities laws sooner than 
three years after the stock market crash. 
Congress had indeed considered securi- 
ties laws at an earlier date. President 
Wilson had recommended federal regu- 
lation in 1918, but the bill was not re- 
ported out of committee. The bill that 
actually formed the basis for the 1933 
Securities Act had been floating around 
Congress since 1920 [Edwards, 1939, p. 
312]. Also, it would have been difficult 
to legislate against the speculation that 
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occurred during the 1920s. Indeed, the 
securities laws and the requirement by 
the New York Stock Exchange for man- 
 datory audits came about to restore con- 
fidence in the system. A single event — 


the corruption of Ivar Kreuger—had . 


shaken investors' confidence and pro- 
vided the media event of the age. As so 
often is the case with media events, 
Congress felt it had to act, and act it did. 
This action was not a reaction to the De- 
pression, but a reaction to criminal activ- 
ity. Thus, America’s securities laws. were 
a product of the speculation of the 1920s 
and the Depression only to the extent 
that Ivar Kreuger was a product of that 
era. Of course, Kreuger's ambitions were 
greatly assisted by the times in which he 
lived. | 
Interestingly, one researcher in 1939 
concluded that the Kreuger securities 
issues could not have been prevented or 
the investment bankers punished under 
the Securities Act because Kreuger's 
prospectuses were usually truthful with 
respect to the unfavorable terms of the 
particular issue [Edwards, 1939, p. 312]. 
Edwards therefore concluded that the 
1933 Act was based on questionable 
premises, since the major losses were not 
caused by the investing public receiving 
fraudulent and inaccurate information. 
Instead, losses were caused by unsound 
trends in finance. Even though Congress 
stated that the Securities Act was passed 
“to prevent a recurrence of these gross 
frauds” [Congressional Record, May 4, 
1933, p. 2], Edwards found very few 


cases of fraud ever having been proved 


in courts. In fact, only one fraud case 
(Kreuger) involved New York Stock Ex- 
change listed securities. 


ADDITIONAL ÍMPLICATIONS 


Aside from being an interesting his- 
torical tidbit, the story of Ivar Kreuger 
also offers some food for thought con- 
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cerning present-day activities. It seems 
that some of Kreuger’s techniques are 
practiced to this day, audit requirements 


notwithstanding. Some specifically men- 


tioned by one accountant are: 


1. Should the issuance of gimmick 
securities, specifically non-voting 
shares, result in delisting? This is 
presently a hot issue for the New 
York Stock Exchange. 

2. Secrecy continues to be advanced as 
an alibi for nondisclosure of impor- 
tant information. Secrecy is also 
practiced on.an epic scale abroad, 
especially in the Arab Emirates; pyr- 
amid schemes helped to bring down 
Kuwait’s unofficial stock market in 
1982. 

3. The application of such auditing 
procedures as inventory test counts 
and confirmations on a transnational 
basis continues to be a contentious 
issue. | 

4. The issue of shell companies, involv- 
ing consolidation criteria, continues 
to be controversial. Furthermore, 
should sidelines such as banking be 

- consolidated? ` 

5. The role of directors continues to be 
largely meaningless [Pomeranz, 
1985]. | 


Perhaps the Kreuger saga does nothing 
to answer the above problems, but a re- 
minder of Kreuger's activities certainly 
indicates the magnitude that such prob- 
lems can take on if not addressed soon. 


CONCLUSION 


The final audit report showed that 
Kreuger & Toll had somehow dissipated 
about three-quarters of a billion dollars 
over the years, and a third of this 
amount could not even be explained by 
the auditors [‘‘The House... ,’’ 1945, 
p. 88]. Of this sum, Ivar Kreuger had 
stolen and spent over one hundred mil- 
lion dollars [**The Kreuger Case Again,"' 


. 1933, p. 284]. Both widows and influ- 


Flesher and Flesher 


ential bankers were among the ones to 
suffer the loss. As a result, the U.S. 
Congress was influenced to pass laws in 
an attempt to avoid similar occurrences 
in the future. Similarly, the New York 
Stock Exchange issued rules requiring 
mandatory audits of listed companies. 
Even a movement toward uniformity in 
accounting principles can at least 
partially be laid at the feet of Kreuger. 
Perhaps it is only speculation that 
Kreuger's fraud led to the passage of 
America's securities acts. However, the 
timing was certainly right—and Kreuger's 


scheme was thoroughly discussed in: 


Congress. Moreover, the popular press 
devoted untold space to Kreuger's fraud 
throughout 1932 and 1933. Conse- 
quently, the general public was widely 
aware of what Kreuger had perpetrated. 
Thus, the passage of securities laws 
became a politically expedient thing to 
do. No longer was the protection of 
stock-market investors of importance 
only to the rich and powerful. Kreuger 
had defrauded the little man, and the 
hue and cry was raised throughout the 
land that investors must be protected 
from future repeats by similar demons. 
Throughout the 1920s, Kreuger was 
viewed as a financial genius and capital- 
ist humanitarian. Upon his death, he was 
viewed as a victim of the Depression. By 
March, 1933, Kreuger was perhaps being 
viewed in a manner leading to the hy- 
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pothesis of this study: 


As it now turns out, the only service he 
unconsciously performed for the world 
was to open its eyes through his death to 
the shortcomings of the present eco- 
nomic system [Olson, 1933, p. 2]. 


The above article went on to state that 
“unfortunately the world seems to have 
failed to understand the significance of 
Kreuger's death and failed to grasp that ` 
his end meant the end of an epoch’’ 
[Olson, 1933, p. 2}. 

By 1937, if the following quotation is 
any indication, Ivar Kreuger was finally 
being recognized for his. real contribu- 
tion to society: 


From the record of falsehood and be- 
trayal with which Kreuger besmirched 
the very pillars of finance in the leading 
countries of the world has come, par- 
ticularly in the United States, the erec- . 
tion of new safeguards for investors. In 
our Securities Act are to be found pre- 
ventives whose origin is to be traced 
definitely to the Kreuger experiences 
[Austin, 1937, p. 6]. 


Ivar Kreuger pulled off the largest 


. fraud in history, but perhaps a person of 


his ilk was needed in order to bring 
about improved financial reporting. 
Indeed, Ivar Kreuger may have, indi- 
rectly, done more good than harm for 
the financial community, and a reminder 
of his activities could still provide 
direction for the future. 
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ABSTRACT: According to the principle of user primacy, the interests of users of financial 
reports take priority over the interests of preparers of financial reports. When applied to the 
activities of a standard setter for corporate financial reporting, user primacy is a constitutional 
claim, stating a general principle for the resolution of conflicts. It is controversial, because it is 
incompatible with views that standard setting is a collective choice process, where the 
interests (preferences) of all. parties are to count equally. An analysis of the logical 
foundations of the principle is provided, based on recent work in ethics and social and 
political philosophy.. User primacy is a distributional principle governing the relationship. 
between users and managers. A theoretical framework for the rational choice of a distribu- 
tional principle governing the disclosure of information in the securities market is provided. 
The conditions under which a securities market— which includes in its basic structure a 
standard setter:to implement the user primacy principle—would be chosen by rational, 
disinterested securities market agents are analyzed. A standard setter would be established to 
enforce user primacy, thereby redressing: an imbalance between investors. (users) and 
managers. By acting in accordance with this principle, the standard setter aids all securities 
market agents in exploiting the potential trading gains provided by such a market. At the same 
time, investors are protected from possible losses arising from the basic. relationship between 
them and managers of widely held corporations. The analysis is applied to two versions of the 
user primacy principle prominent in the professional standard-setting literature. Although the 
analysis is not intended to advocate user primacy, a clear and complete statement of the principle 
is proposed as a guide to standard-setting bodies. | 


RADITIONALLY, the job of a stan- 
dard-setting body for corporate 
| financial reporting was viewed as 
- the codification and recommendation of 
‘the best" practices. More recently, it 
has been recognized that publicly reported 
financial information presents difficult 


collective choice problems that affect 


the allocation of resources to the produc- 
tion and consumption of such informa- 
tion. The collective choice aspects of 
financial reporting are the unavoidable 
result of the existence of conflicting indi- 
vidual interests. Several complementary 
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conceptions of the role of a standard 
setter, some or all of which may be oper- 
ative, follow from this.! 

Distributional problems are also pres- 
ent in corporate financial reporting. 
Suppose that a standard-setting body 
were established to resolve allocational 
problems. Then, 


every policy choice represents a trade- 
off among differing individual prefer- 
ences, and possibly among alternative 
consequences, regardless of whether the 
policy-makers see it that way or not. In 
this sense, accounting policy choices 
can never be neutral. There is someone 
who is granted his. preference, and 
someone who is not. The ethical ques- 
tion is what morality should guide the 
policy-making process? [AAA, 1977, p. 
24f; see also Beaver and Demski, 1974, 
and May and Sundem, 1976, p. 750]. 


Any centralized resolution of a collective 
choice problem should be expected to 
have distributional effects [Mueller, 
1979]. Beaver and Demski pointed out 
and emphasized the importance of ‘‘the 
fundamentally ethical question of how 
preferences should be weighted across 
individuals in determining financial 
reporting policies” [1974, p. 184]. There 
have been no substantial attempts to 
. examine further this critically important 
and controversial issue. 

Two basically different kinds of dis- 


tributional principles governing a stan- 


dard setter's decisions have been 
advanced in the accounting literature. 
According to one, all affected parties are 
to be treated equally by the standard 
setter. That is, information about the 
interests of all individuals is to count 
equally as input to the standard setter in 
resolving the collective choice problem.? 
The rationale for this general principle 
of neutrality is that the goal of the stan- 


dard setter would be to select standards 


which maximize social welfare, regard- 
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less of the distribution of costs and 
benefits across the population. Accord- 
ing to the other kind of principle, some 
subset of the population. affected by 
financial accounting and reporting stan- 
dards would be given preferential treat- 
ment. Such a group would have a claim 
to the content of financial reporting 
standards which is prior to the claims of 
other groups. Clearly, any such general 
principles must be rationalized on some 
grounds other than the efficiency of spe- 
cific outcomes. 

This paper is a critical examination of 
the theoretical foundations of one prin- 
ciple of the latter type, the user primacy 
principle. This principle calls for a sys- 
tematic bias in financial reporting in 
favor of those users of financial infor- 
mation who are in a disadvantageous 
position with regard to the production 
and consumption of financial informa- 





the Universities of Wisconsin-Madison, Toronto, and 
Waterloo. The detailed comments of two anonymous 
reviewers and an associate editor greatly improved the 
content of this paper. This research was supported in 
part by a dissertation grant from the American Institute 
of Certified Public Accountants, and the Accounting 


` Research and Education Centre. of McMaster Univer- 


sity. 

! The standard setter may exist: (a) to correct market 
failures bv promulgating standards which result in the 
provision of the optimal amount of the public good 


_ [Gonedes, and Dopuch, 1974; May and Sundem, 1976]; 


(b) to produce actions which are collectively rational, but 
which may not be performed by individuals acting inde- 
pendently [Aivazian and Callen, 1983]; (c) to economize 
on contracting costs between firms and investors and 
creditors, by establishing conventions of accounting and 
reporting [Ng, 1978]; (d) to promulgate standards that 
are in the interest of some economically or politically 
powerful group, possibly at the expense of weaker 
groups [Jensen, 1976; Watts, 1977; Watts and Zimmer- 
man, 1979]. 

? Standard setting could proceed in either of two ways 
to aggregate individuals’ preference equally. If it is orga- 
nized as a voting system, than each individual's prefer- 
ences could either be assigned equal weight or weighted 
unequally (e.g., by size of ownership claim) as a vote on 
specific issues. Alternatively, the standard setter could. 
attempt to measure the expected costs and benefits to all 
individuals and promulgate a standard which maximizes 
the aggregate net benefits. 
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tion [Beaver and Demski, 1974, p. 178]. 
The analysis focuses specifically on the 
relationship between the managers of 
widely held corporations, and actual and 
potential investors.? 

. The analysis shows that securities mar- 
ket agents would, under specified condi- 
tions, freely agree on user primacy as the 
distributional principle governing the 
production of financial information. 
Although it is not intended to advocate 
user primacy, the principle does follow 
from the analysis under the most plausi- 
ble initial conditions. Since acting in 
accordance with the principle typically 
would impose an opportunity cost on 
managers, some enforcement mecha- 
nism is called for. Therefore, investors 
and managers would agree to have a 
third party (the standard setter) adjudi- 
cate conflicting views regarding the spe- 
cific disclosures to be made. In this con- 
text, user primacy is a statement about 
the role of the standard-setting body. 
According to the principle, the standard 
setter should promulgate standards 
which are in the interest of investors. In 
this way, securities market agents can 


exploit the potential gains yielded by a 


securities market in making financing 
and investment choices, while at the 
same time protecting investors against 
certain kinds of losses (by putting con- 
straints on.the actions. of managers) 
[McClennen, 1982]. 

The problem of the existence and role 
of a standard setter is regarded as a con- 
stitutional problem, relating to the basic 
structure of an important social institu- 
tion.* Securities market agents are bound 
by a kind of ''social contract.” A right 
exists when there is good reason to 
acknowledge an obligation to provide 
the bearer of the right with those things 
to which he or she is claimed to have a 
right. Furthermore, rights must involve 
some enforcement procedure.* Thus, 
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this paper provides an analysis of the 
conditions under which investors may be 
said to have a right to financial informa- 
tion. 

Section 2 is a brief review of the philo- 
sophical basis for the analysis of the 
rational foundations of the user primacy 
principle. Section 3 presents two differ- 
ent versions of the user primacy principle 
that have been advocated as principles 
governing standard setters and provides 
an ethical foundation for them. Section 
4 examines some of the implications of 
the foregoing analysis for standard set- 
ting. Section 5 contains a summary and 
conclusions. 


PHILOSOPHICAL BACKGROUND 


The philosophical literature on social 
choice and distributional issues is immense. 
A brief account of the most relevant 
recent developments provides a general 
background against which the theoreti- 
cal foundations of the user primacy prin- 
ciple may be examined. 


Ethics and Decision-Making 


The prevailing modern view is that 
ethics and economics are both parts of 
the general theory of rational decision- 
making. Ethics is concerned, among 


? The analysis is in terms of the structure of the securi- 
ties market. Investors and managers of widely held cor- 
porations interact also in the managerial labor market. 
Since their interests conflict in the Jatter market in the 
same way as in the former, the analysis applies to the 
managerial labor market as well. Including both would 
complicate the analysis without changing the result. 

* Accordingly, the standard-setting process would be 
considered part of the infrastructure of the securities 
market itself, just as are specialists, rules against insider 
trading, and laws against fraud. /pso facto, the standard- 
setting institution is not an interference in the securities 
market, preventing participants from making direct, 
voluntary (market) determinations of financial reporting 
practices. Rather, it serves at a more fundamental level to 
create a more nearly ideal securities market (at some cost) 
by reducing information asymmetries. 

5 See Narveson [1984] for a more complete analysis of 
the existence of rights. 
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other things, with providing a theory of 
rationality, i.e.,.a basis for choosing 
among competing courses of action. 
Choice situations in which individuals 
have conflicting interests are particularly 
important because, in general, not every 
individual's interests can be completely 
satisfied [Baier, 1965, p. x-xviii]. Laws, 
judicial decisions, and regulations pro- 
mulgated by a central regulatory agency 
all perform the function of restricting 
the freedom of individuals to act in spe- 
cific ways by constraining the range of 
actions open to them. The user primacy 
principle and the neutrality principle 
are thus competing ethical principles, 
describing how conflicting interests are 
to be satisfied. 


Choice Behind a Veil of Ignorance 


The key to the arguments given below 
for rationalizing the user primacy prin- 


ciple is the postulation of a representa- | 


(ive securities market agent who is to 
decide on the basic structure of that mar- 
ket. This is done by defining a hypotheti- 
cal situation of uncertainty in which secu- 
rities market agents are uncertain about 
their own position (i.e., as manager or 


investor) in the market. In Rawls’s [1971]. 
terminology, decision makers are thus - 


forced to make decisions from behind a 
‘veil of ignorance." This abstraction 
serves to eliminate consideration of spe- 
cial interests, i.e., interests that depend 
on the actual endowments and specific 
social and economic position of individ- 
ual market agents. For this reason, the 
representative individual is also consid- 
ered to be a disinterested individual. By 
not having any special pleading or spe- 
cial advantage, he or she would choose 
the structure of the securities market 
with a view to what is in the common 
interest of all securities market agents. 
Although its antecedents go back at 
least to Adam Smith, the veil of igno- 
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rance idea was developed independently 
by Harsanyi [1953] and Rawls [1971] in 
their widely known works advocating 
two very different types of ethical the- 
ories: utilitarianism and contractaria- 
nism, respectively. Wolff [1977, p. 16] 
called it **one of the loveliest ideas in the 
history of social and political theory." 
Rawls's description is sufficiently suc- 
cinct to quote: 


... We are to imagine that those who 
engage in social cooperation choose 
together, in one joint act, the principles 
which are to assign basic rights and 
duties and to détermine the division of 
social benefits. Men are to decide in 
advance how they are to regulate their 
claims against one another and what is 
to be the foundation charter of their | 
society. Just as each person must decide 
by rational reflection what constitutes 
his good, that is, the system of ends 
which it is rational for him to pursue, 
$0 a group of persons must decide once 
and for all what is to count among them 
as just and unjust. The choice which 
rational men would make in this hypo- 
thetical situation of equal liberty, 
assuming for the present that this 
choice problem has a solution, deter- 
mines the principles of justice [1971, p. 


iif]. | 


The veil of ignorance idea is a theoreti- 
cal device which produces a purely hypo- — 
thetical situation.5 Its primary function 


$ This form of argument does not presume that such a 
situation ever existed or that such a choice was ever 
actually made. The historical facts are irrelevant. Rather, 
it is sufficient to be able to explain why securities market 
agents should have chosen a standard setter, even if other 
historical reasons account for its actual existence. The 
purpose of the analysis is to provide an understanding of | 
the basic principles that might govern the actions of 
existing standard-setting bodies. Explanations of this 
sort are called potential explanations [Hempel, 1965]. A 
potential explanation is such that the theory and state- 
ments of conditions providing the explanation (more pre- 
cisely, the description) of an event or state of affairs need 
not all be true [Hempel, 1965, pp. 273-278; 338]. Lack of 
truth is not by itself a criticism of the theory. In particu- 
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is to produce a condition of so-called 
radical uncertainty [Rawls, 1971] by tak- 
ing away from individuals any informa- 
tion which might enable them to identify 
their own position in the resulting struc- 
ture. They are thus prevented from 
making a choice that is in their own per- 
sonal interest (without regard for the 
interests of others). Furthermore, the 
choice is binding on security market 
agents." | 

To implement the veil of ignorance 
form of analysis, a decision criterion for 
the representative individual must be 
chosen. Two alternatives have been used 
previously. Harsanyi [1953, 1975] advo- 
cates that individuals behind the veil of 
ignorance choose so as to maximize 
expected utility. Because of the level of 
uncertainty in this situation, the prin- 
ciple of insufficient reason [Luce and 
Raiffa, 1957, Ch. 13] is used to assign 
probabilities to the possible outcomes. 
Specifically, the probability of being any 
given member of the society is deemed to 
be 1/n, where n is the number of mem- 
bers in the society. The expected utility 
of alternative social structures and prin- 
ciples is then calculated by summing the 
utility of being in each individual posi- 
tion under the given structure, weighted 
by the probabilty (i.e., 1/5) of being in 
that position. The other choice rule, 
advocated by Rawls [1971], is the maxi- 
min principle. According to maximin, 
individuals are to choose an alternative 
that minimizes the maximum loss. As 


applied to the veil of ignorance form of 


analysis, a lexicographically-ordered 
generalization of maximin, called leximin, 
is used. According to leximin, the repre- 
sentative individual should choose a 
social structure so as to-minimize the 
maximum loss to the worst-off individ- 
ual (or set of individuals). Once the sat- 
isfaction of their interests has been maxi- 
mized, the representative individual is to 
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choose so as to minimize the maximum 
loss to the second worst-off individual 
(or set of individuals). One specific point 
that should be clearly noted is that 
inequalities among individuals are allowed 
—but only as long as these inequalities 
do not harm individuals at the lower end 
of the social hierarchy (i.e., higher in the 
lexicographical order). 

The relative merit of the two approaches 
is an on-going unsettled controversy. 
The main difficulty with leximin is its 
extreme conservatism. As Harsanyi 
[1975] points out, a small decrease in the 
welfare of even one individual could out- 
weigh large increases in the welfare of 
every other individual in the society. 
Because of its lexicographical ordering, 
this consequence is analogous to but 
much stronger than the unanimity impli- 
cit in the Pareto efficiency criterion. 
According to leximin, the worse-off indi- 
viduals would actually have to be com- 
pensated, up to the point where their 
welfare is maximized, for a social struc- 
ture to be acceptable. Harsanyi [1975] 
finds this to be too strong, because there 
ought to be at least the possibility of 
trading off the interests of one individual 
or group against the interests of another. 

A major difficulty with the expected 
utility approach is that it requires much 


lar, in the normative context relating to the user primacy 
principle, the underlying principles and assumptions are 
not to be accepted or rejected on the basis of its predictive 
ability. See Nozick [1974, p. 9]. 

? Choice behind a veil of ignorance has generally been 
viewed as an n-person cooperative game, the point of 
which is to reach a unanimous agreement (i.e., Pareto- 
efficient equilibrium) concerning the fundamental prin- 
ciples governing human interaction. This implies that 
agreements made behind the veil of ignorance are 
binding on persons when they are no longer behind the 
veil. This has been a controversial issue that strikes at the 
heart of such analyses. Consideration of this issue is 
beyond the scope of this paper. Following Rawls [1971] 
and Wolff [1977], the cooperative game framework will 
be used. This implies that agreements are binding. 
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stronger informational assumptions than 
leximin. For example, the welfare of 
individuals must be adequately measur- 
able as a single real number [Strasnick, 
1976]. A standard criticism of utilitari- 
anism, one version of which is a theorem 
in Harsanyi's system, is that it does not 
adequately protect valued rights and 
freedoms, e.g., political liberties. 
Because this approach requires single- 
valued individual utility functions, some 
items (such às the right of a minority to 
express unpopular political ideas) that 
(according to this argument) should not 
be subject to such trade-offs are not ade- 
quately handled. | 

More directly relevant for the immedi- 
ate purposes of this paper is that the 
expected utility approach to the veil of 
ignorance situation requires stronger 
assumptions about the interpersonal 
comparison of individual utility. This 
may be seen by noting that the expected 
utility of various courses of action is 
evaluated behind the veil of ignorance by 
summing utilities across individuals. The 
leximin criterion requires only that the 
representative individual be able to deter- 
mine the level of welfare of each individ- 
ual to determine the sequence of the 
lexicographical ordering of individuals. 
More precisely, if utility levels but not 
differences are interpersonally. compar- 
able, leximin follows. However, if utility 
differences are comparable, regardless of 
the comparability of utility levels, the 
average utility rule follows [Deschamps 
and Gevers, 1978; Sen, 1977; Sen and 
Williams, 1982]. 

Selection of one of these decision cri- 
teria is a difficult and controversial 
matter of evaluating their strengths and 
. weaknesses. At the same time, it may not 
matter, in some specific cases, which 
decision rule is used, at least in the sense 
that use of both rules yields the same 
outcome [Harsanyi, 1975]. Since the 
expected utility approach appears to be 
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more consistent on balance with eco- 
nomic approaches to corporate financial 
reporting issues already in the account- 
ing literature, it will be used in this 
paper. 

AGREEMENT ON USER PRIMACY 


Two versions of the user primacy prin- - 
ciple have been advanced in the standard- 
setting literature. The first is based on 
the traditional concept of accountability 
(nn, 1975, pp. 29-33] and on the more 
recent separation. of ownership from 
management in widely held corporations 
[Paton and Littleton, 1940, pp. 1-6, and 
the agency literature generally]. This ver- 
sion will be called here the basic user pri- 


macy principle. It has received its clear- 


est endorsement in the report Objectives 
of Financial Statements published by 
the American Institute of Certified Pub- 


: lic Accountants: 


An objective of financial statements is- 
to serve primarily those who have lim- 
ited authority, ability, or resources to 
obtain information and who rely on 
financial statements as their principal 
source of information about an enter- 
prise's economic activities [1973, p. 17]. 


A more complex version of the principle, 
which will be called the extended user 
primacy principle, was advanced more 
recently in the Conceptual Framework 
of the Financial Accounting Standards 
Board: 


Financial reporting: should provide 
information that is useful to present 
and potential investors and creditors ` 
and other users in making rational 
investment, credit, and similar deci- 
sions. The information should be com- 


8 It will be seen that the outcome in this case is rela- 
tively insensitive to the choice of decision rule. The 
leximin analysis yields the principle unambiguously, 
whereas the expected utility argument requires additional 
assumptions about the information available to repre- 
sentative individuals. 
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prehensible to those who have a reason- 
able understanding of business and 
economic activities and are willing to 
study the information with reasonable 
diligence [1978, p. vii]. 


The extended version is apparently an 
outgrowth of recent work in accounting 
and finance on the behavior of securi- 
ties markets. The idea seems to be that 
because of the ways in which securities 
markets apparently work, it is important 
to distinguish classes of users according 
to their ability to deal with complex 
information. According to the extended 
principle, it is legitimate, from an effi- 
ciency point of view, to concentrate on 
the information needs of “‘sophisticated”’ 
investors [Beaver, 1973]. 

The two versions of the general prin- 
ciple are similar insofar as the priority 
claims of investors and managers are 
concerned. As long as investors are at an 
informational disadvantage vis.a vis 


managers, both versions require "un" 


effect, that when conflict situations arise, 
the disadvantaged individuals are to 
have sufficient power to achieve their 
wishes" [Beaver and Demski, 1974, p. 
178]. However, by countenancing a dis- 


tinction within the general class of inves-. 


tors, the extended principle recognizes 
the possible existence of conflicts among 
investors. The FASB’s. extended princi- 
ple, as stated, is consistent with the pos- 


sibility that the FASB could legitimately . 


promulgate standards which would leave 
the least-advantaged investor worse off. 
The equity foundations of the two prin- 
ciples are examined below. 


The Basic User Primacy Principle 


The following assumptions are made 
concerning the knowledge of securities 
market agents. 


1. Regarding securities market deci- - 


sions, all securities market agents 


441 


are, and know each other to be, 
risk-averse expected utility maxi- 
mizers. The production and con- 
sumption of financial information 
is an essential component of their ` 
maximizing strategies. 

All securities market agents have 
an adequate understanding of eco- 
nomic activity, especially concern- 
ing the workings of markets and 


. their role in the allocation of 


resources. This means, among 
other things, that they understand 


the desirability of a Pareto-effi- 


cient securities market, both in 
terms of the allocation of resources 
and in terms of the ability of securi- 


ties market agents to act indepen- ` 


dently of one another. 


. Securities market agents know that 


the securities markets exist in a 
complex and dynamic environ- . 


. ment, both politically and tech- 


nologically. Therefore, environ-. 
mental changes may occur which 
affect the functioning of firms in 
ways that cannot reasonably be 
anticipated. For this reason, infor- 
mation demands of investors may 
be expected to change, continually 
and perhaps rapidly, and in unan- 
ticipated ways. Therefore, agreed- 
upon disclosures of financial infor- 
mation will need to be amended or 
modified from time to time. 

There are two kinds of securities 
market agents: investors (users of 
financial information) and man- 
agers Of widely held corporations 
(producers of financial informa- 
tion). Members of the two classes 
have conflicting interests regarding 


‘the conduct of the corporation, 


both in general and in the provision 
of financial information in particu- 
lar. 


Assumption 1 describes the general 
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characteristics of securities market 
agents as rational decision makers who 
make investing and financing decisions 
by maximizing expected utility. Assump- 
tion 2 states that they understand the 
nature of the market in which they inter- 
act. According to assumption 3, some 
mechanism for changing the measure- 
ment and disclosure of financial infor- 
mation is necessary. A once-and-for-all 
agreement regarding specific disclosures 
not subject to revision would be unde- 
sirable. Instead, securities market agents 
could re-negotiate past agreements 
directly, rely on a third party to effect 
changes via the promulgation of stan- 
dards, or do both simultaneously. 
According to assumption 4, the only 
interests to be considered by representa- 
tive security market agents are those of 
investors and managers. Since investors 
are already assumed to be rational 
economic agents, each investor is 
assumed to be diversified. That is, each 
investor is an actual shareholder in some 
firms, and a potential investor in others. 
Therefore, all investors expect to bear 
directly part of the costs of disclosure by 
firms in which they (actually) invest and 
are free riders with respect to firms in 
which they are potential investors. Note 
that this does not introduce special inter- 
ests into the analysis, since all investors 
are alike in not knowing which particular 
firms they have invested in or will invest 
in. 

The non-identity of interests expressed 
in assumption 4 causes the difficulty that 
forms the focus of this paper. On the one 
hand, it is not difficult to argue that 
investors would prefer a market in which 
the conditions for Pareto efficiency were 
met. Investors could do no better than to 
have an ideal securities market, in the 
sense that adding a centralized allocation 
mechanism would not increase its effi- 
ciency.? On the other hand, managers do 
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not have the same interest in an ideal 
securities market. The often claimed 
divergence of interests between owners 
and managers [e.g., Smith, 1937; Berle 
and Means, 1968; Donaldson, 1963] may 
be manifested in various market-related 
ways. One of these ways emphasizes the 
role of information in the relationship 
between owner and manager. According 
to Monsen and Downs [1965, p. 228], 
two conditions are necessary for mana- 
gers to increase their own income at the 
expense of the firm's efficiency: (1) man- 
agers act in their own interests, and (2) 
‘it is impossible or very difficult. for 
their superiors to discover these acts." 
This implies that one of top manage- 
ment's key strategies is ‘‘carefully screen- 
ing all information which is forwarded 
to stockholders or the public at large" 


[Monsen and Downs, 1965, p. 232]. 


The result is that managers have both 
an incentive and the ability to deceive 
investors, in virtue of their control of the 
firm's information system. In the acqui- 
sition of capital and in the managerial 
labor market (hiring, remuneration, and 
retention) [Fama, 1980], it is to man- 
agers' advantage to have the discretion 
either to disclose or to fail to disclose 
information to investors, in order to put 
themselves in the best possible light. The 
existence of this incentive has structural 
consequences for the securities market. 
This is because deceptive financial 


information violates the fundamental 


concept of economic analysis, that eco- 
nomic behavior is completely volun- 
tary. The production of deceptive finan- 


? The term ideal" is taken to mean that the necessary 
conditions for a Pareto-efficient allocation of resources 
are perfectly satisfied. This requires, among other things, 
that all transactions are purely voluntary, all economic 
goods are pure private goods, transactions are costless, 
and there are no adverse selection problems fAkerlof, 
1970] brought about by the conflicting interests of the 
managers and owners of widely held corporations. 
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cial information is an interference in the 
free functioning of the securities market. 

Intentional deception is a form of coer- 
cion [Bok, 1978, p. 18]. The receiver of 
an intentionally deceptive message is not 
merely unable to act in ways he or she 
would act otherwise. By being given a 
deceptive message, he or she is pre- 
vented from doing so. Not being com- 
pletely free in his or her actions, they 
have an involuntary element. This lack 
of freedom. is central to the topic of 
deception. The lack of freedom of choice 
changes the distribution of power 


between deceiver and deceived— more ` 


goes to the former, less to the latter 
[Bok, 1978, p. 19]. 

The traditional view of financial 
reporting is that it is supposed to aid 
users of the information in making in- 
vestment decisions. The benefit of such 
communication is thus supposed to accrue 
to them. But the value of intentionally 


deceptive information lies primarily in its 


benefit to the sender. Indeed, the pur- 
pose of deception is to affect the relative 
power of people (here, securities market 
agents). As the existence of laws 
against fraud indicates, people regard 
the possibility of deception in their eco- 
nomic relationships as an issue of funda- 
mental importance. Misinformation is 
more than false information. Its effect is 
more fundamental, because the intent of 
deception is to alter the underlying rela- 
tionships among individuals. For this 
reason, it is not sufficient in this context 
to treat misinformation (deception) 
simply as an economic *fgood"' to the 
sender and as a ‘‘bad’’ to the receiver. 
Deception has structural consequences 
quite different from the mere existence 
of uncertainty. From the perspective of 
the deceived [Bok, 1978, pp. 30ff], 
deception is not neutral. Rather, there is 
a presumption against deception such 
that it needs to be justified, while truth- 
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fulness does not [Bok, 1978, p. 30; Isen- 
berg, 1964, p. 259]. 

If representative securities market 
agents regard the incentive and ability of 
managers to deceive investors as suf- 
ficiently important to the latter, then 
they will choose (behind the veil of igno- 
rance) a market structure which will tend 
to correct the information asymmetry. It 
will do so by limiting the ability of man- 
agers to act purely in their own interest, 
i.e., by constraining the feasible set of 
actions open to them. The effect of the 
presumption against deception is to put a 
positive value on a kind of symmetry 
condition. An absence of deception would 
mean a lack of systematic bias in the abil- 
ity of any class of securities market agents 
to make free transactions on an equal 
footing with all other securities market 
agents. Any securities market agent who 
knew himself to be an investor clearly ` 
would prefer not to be deceived. On the 
other hand, it is not clear why a securi- 
ties market agent who knew himself to 
be a manager would choose voluntarily 
to include any feature in the basic struc- 
ture of the securities market which would, 
in unanticipated ways, limit his utility- 
maximizing ability to produce such infor- 
mation. 

Although there is a conflict, the in- 
terests of the two groups are not 


" diametrically opposed. Both sides have 


something to gain by participating in the 
securities market. But since it is possible 
for managers to act in their own interest 
at the expense of investors, it is possible 
that some investors would choose to pro- 
tect themselves by withdrawing from, or 
reducing their participation in, the secu- 
rities market. The issue here is whether 
any principles and institutional struc- 
tures would be. established to protect 


10° For a more complete treatment of deception in cor- 
porate financial reporting, see Gaa and Smith [1985]. 
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TABLE 1 | 
NORMALIZED UTILITIES FOR CHOICE OF INSTITUTIONAL STRUCTURE (Basic User PRIMACY) 


I User Primacy 


U, manager | 0 


U avsstor x 


investors from loss by limiting the ability 
of managers to misinform them, and 
thus increase the ability of both investors 
and managers to benefit from the mar- 
ket’s existence. 

Because of these conflicting ceeds: 
unanimous consent on the principle of 
user primacy would occur only if every 
manager found it utility-maximizing to 
constrain his own behavior in advance. 
This constraint would consist in the estab- 
lishment of a third party, having the 
- enforceable power to redistribute wealth 
from managers to investors by promul- 
gating financial reporting standards. 

An argument. to such a conclusion, 
based on a rational decision of security 
market agents who knew themselves to 
be managers, and thus the ‘“‘losers,’’ 
would be complex and quite possibly 
inconclusive.!! Agreement would be 
unlikely: because of the self-interest 
of managers in being free of external 
constraints in maximizing their utility. 
Because the user primacy principle is 
extremely conservative in the degree of 
protection afforded to investors, any 
such argument is likely to involve 
extreme assumptions about, for example, 
the utility functions of or uncertainty 
facing managers. 

A representative, disinterested securi- 
ties market agent, however, would not 
choose an institutional structure on such 
narrow grounds. By making securities 
market agents ignorant of their individ- 
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ual characteristics that produce the 
conflict of interest, those characteristics 
(biases) causing them to have special 
(private) interests in the structure of the 
securities market are eliminated. Such a 
person is representative of all securities 
market agents in that any one of them 
could be chosen arbitrarily and would 
make the same choice as any other regard- 
ing the ideality of the securities market. 
If securities market agents were stripped 
of the knowledge of their individual . 
endowment and position in the securities 
market, then they would make a disin- 
terested choice that is in the interest of 
all, without regard to any individual’s 
special situation. 17 

Table 1 is a matrix of normalized utili- 
ties associated with the choice of insti- 
tutional structure. The utility numbers 
refer to the utility of an individual who 
turns out to be a manager or investor, 
depending on the structure of the securi- 
ties market. The problem is to choose 
between two such structures: one in 


For example, it may be suggested that an argument 


— based on a multi-period prisoners’ dilemma would not 


yield the principle of user primacy. 

7 As Narveson [1984, p. 168] states, ''since the prob- 
lems stem from disagreements among individuals in the 
first place; they can hardly expect to get anywhere by 
simply insisting on what is reasonable from their own 
point of view. The question is what it is reasonable for us 
to adopt in the way of restrictions on our several 
behaviors; and this can be done (if at all) only by discern- 
ing what there is in our interactions that can make it 
reasonable from everyone's point of view to adopt such 
restrictions." 
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which the.user primacy principle is 
implemented and one in which the 
principle is not operative. Based on the 
discussion above, it is plausible that 
O<x<1, where x is the utility of user 
primacy to investors. While an investor 
gains by the existence of a standard 
setter implementing the principle, man- 
agers gain more by having a market 
structure in which the conflicting inter- 
ests of managers and investors are traded 
off, either by a standard setter or via 
market transactioris. One reason for this 
might be that investors, but not man- 
agers, are assumed to be diversified. The 


point of the veil of ignorance is that the 


representative securities market agent is 
uncertain as to whether he or she is an 
. Investor or a manager.  - 

The expected utility approach will pro- 
duce agreement on the user primacy prin- 
ciple, but only with additional assump- 
tions. User primacy would be agreed 
upon behind the veil of ignorance if and 
only if implementation of the principle 
would maximize social welfare as evalu- 
ated from behind the veil of ignorance. 
This requires that a an alternative should 


be chosen that maximizes Y U, where n 
i=] 
is the number of security market agents 
and U; is the utility of individual i. As 
discussed above, it must be assumed that 
differences in individual utilities are 
interpersonally comparable. As applied 
to the present situation, user primacy 
will be chosen as a distributive principle 


&o3 f m p 
if and only if it maximizes A. U,-- È U, 
Gi j=l 
where m individuals turn out to be 
: managers and p individuals turn out to 
be investors. Therefore, the representa- 
tive individual must know at least the 
proportion between the two classes (i.e., 
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investors and managers). By weighting 
equally the utility of each individual 
position in the market, the expected util- 
ity criterion becomes operational. 

Based on Table 1, the user primacy 
principle would be chosen if and only if 
x>m/p. This reveals clearly that adop- 
tion of the principle depends on two 
things: (1) how much investors gain by 
implementation of the principle, relative 
to how much managers lose; and (2) the 
proportion of investors to managers in 
the securities market. Since both of these 
are contingent facts about the market, 
user primacy is not established (using the 
expected utility criterion) on purely a 
priori grounds. ? 

The result, according to this analysis, 
is that it is not necessarily preferable for 
the user primacy principle to be part of 
the structure of the securities market, 
For, while it may be valuable to investors - 
to have.such a distributional principle 
(compared to the value to managers of a 
principle of neutrality), it is -socially 
desirable only if investors. outnumber 
managers by a wide enough margin. The 
basis for this is that the interests of one 
group may be traded off against the 
interests of another group. - 


? The leximin analysis of the situation is straightfor- . 
ward. Control of corporate information by managers 
gives them an advantage over investors via the possibility 
of deception. ‘A securities market in which deception is ` 
practiced is systematically biased against investors. An 
individual who. knew himself to be a manager would 
prefer a market that does not constrain such behavior, 
while an individual who knew himself to be an investor 
would prefer a market with constraints against decep- 
tion. In the face of radical uncertainty about both their 
actual position in the market and their endowment, the 
leximin rule requires individuals behind the veil of igno- 
rance to choose as if they knew themselves to be inves- 
tors. Therefore, the utilities accruing to a manager are 
totally discounted. Thus, a representative: securities mar- 
ket agent would choose a market that is more nearly 
ideal, that is, one that is unbiased (symmetric) with 
respect to whether one is an investor or a manager. 
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TABLE 2 
IMPLICATIONS OF X, MM, AND p ON THE ESTABLISHMENT OF USER PRIMACY 


D 
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Table 2 shows the implications for 
user primacy of the various combina- 
tions of x, m, and p. For cells 2, 3, and 6, 
the total benefit to the class of investors 
‘is not sufficiently great to justify the pro- 
tection afforded to them by the princi- 
ple. In cell 9, user primacy is justified 
only if the benefits to users of imple- 
-= menting the user primacy. principle are 
sufficiently greater than the benefit to 
managers of not having user primacy as 
a distributive principle. The analysis was 
limited at the outset to the case of widely 
held corporations, and it was subse- 
quently assumed that investors are diver- 
sified. A situation in which user primacy 
was agreed to by many managers (one 
for each corporation) and many inves- 
tors would fit in this cell. In cells 3, 6, 
and 9, there are more managers than 
investors. Therefore, it may be reason- 
able to believe that investors would be 
able to protect themselves even without a 
standard setter on their side, because 
managers would have to compete more 
fiercely for the investors! capital, which 
would include competing over the qual- 
ity of information. The quality of infor- 
mation would be bid up in the securities 
market itself, rather than needing to be 
established by a standard setter acting in 


accordance with the user primacy princi- 
ple. 
Conversely, in cells 4, 7, and 8, the 
benefits to investors of establishing the 
principle are sufficiently great that user 
primacy is the clear choice behind the 
veil of ignorance. However, as discussed 
above, it is most plausible that x«1. 
Therefore, cell 1 is of primary interest. 
As in cell 9, whether user primacy is 
selected depends on contingent facts 
about the securities market. For exam- 
ple, if there are twice as many investors 
as managers, implementation of user 
primacy would be preferable if x>0.5. 

Since the analysis is confined to the 
market for the securities of widely held 
corporations, the number of investors 
may be assumed to greatly exceed the 
number of managers. For example, if the 
representative securities market agent 
either assumed or was informed that 
there were 1,000 times more investors in 
the market than managers, user primacy 
would be chosen as the distributive prin- 
ciple governing the standard setter, as 
long as x>0.001. 

It should be noted in conclusion that 
this analysis does not provide a complete 
rationale for the AICPA version of the 
user primacy principle. According to the 
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' TABLE 3 
NORMALIZED UTILITY FOR CHOICE OF INSTITUTIONAL STRUCTURE (EXTENDED USER PRIMACY) 


i UR l , 
l User Primacy |. Non-User Primacy ! 
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AICPA, the users of primary concern 
are claimed to be those who both have 
‘‘limited authority, ability, and 
resources and whose principal source 
of information is financial statements. 
- The analysis above refers only to the for- 
mer characteristics. Whether the value of 
information accrues to investors and 
potential investors directly, or indirectly 
through intermediaries (e.g., security 
analysts), is irrelevant—as long as their 
interests have priority. 


The Extended User Primacy Principle 


Assumption 4 does not recognize any 
difference within the general class of 
- investors regarding their ability to use 
financial information correctly. There- 
fore, it provides no support for the ex- 
tended principle, over and above what it 
shares with the basic principle. The 
expected utility approach to the user pri- 
macy issue is easily adapted to consid- 
eration of the extended principle. While 
the analysis of the basic principle postu- 
lated the existence of only two classes of 
securities market agents, any number of 
classes of security market agents could 
be recognized, including singleton classes 


consisting of each individual.!^ The rea- - 


son for this flexibility is that the basic 
decision criterion involves an evaluation 
of the utility of each individual. If there 


are two relevant classes of investors 
(sophisticated ànd naive), then the 
extended user primacy principle would 
be chosen if and only if dome so maxi- 
mizes 


Y UY UY Us 


i=1 Si 


where there are m managers, S sophisti- 
cated investors, and ¢ naive investors. 
Table 3 shows the utilities associated 
with the alternatives for members of the 
three groups. 

It is plausible that Oz «x1, since a 
sophisticated investor would be able to 
benefit from implementation of the 
extended principle and would fare better 
than a naive investor in the absence of 
the principle. Then the extended version 
of the user primacy principle would be 
chosen if and only if sx+ty>m+sz. 
Rearranging this to s(x-z)+ty>m 
shows clearly that user primacy is desir- 
able as a distributive principle if and 


^ Whereas the distinction between investors and 
managers is relatively clear, the FASB provides no guid- 
ance as to how the different classes of investors are to be 
differentiated. This would. be a significant operational 
problem for a standard setter if subclasses of the general 
class of investors are distinguished. For the purpose of 
this analysis, it will be assumed that relevant distinctions 
can be adequately operationalized. 
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only if all investors taken as à group gain 


more by establishment of the principle. 


than managers gain if it is not estab- 
lished. This result is similar to the analy- 
sis for the basic principle. 

The FASB's version of the user pri- 
macy principle is interesting because it 
focuses on the interests of the second 
worst-off group (sophisticated investors) 
rather than the worst-off group (naive 
investors). Furthermore, on closer exam- 
ination, the FASB statement is quite 
vague as to the distributional conse- 
quences that it intends. For example, all 
information comprehensible to ‘‘naive’’ 
investors is presumably comprehensible 
to ‘‘sophisticated’’ ones as well, but not 
vice versa. Attending to the needs of 
sophisticated investors may harm the 
naive ones, but not necessarily so. There- 


fore, although the sense of the state- 


ment is that standards would be promul- 
gated only with regard to sophisticated 
investors, the statement does not explic- 
itly require this interpretation. | 

This indicates that the relative magni- 
tude of x and y is unclear. On the one 
hand, it is plausible that y >x, since it is 
likely that naive investors would benefit 
more from the ‘‘protection’’ of a stan- 
dard setter acting in accordance with 
user primacy. On the other. hand, it is 
also plausible that xy, since sophisti- 
cated investors may be better able to use 
the information generated via implemen- 
tation of user primacy by a standard 
setter. Indeed, as the FASB [1980] 
implicitly suggests, it is possible that 
total social welfare would be maximized 
if its standard setting were directed pri- 
marily to sophisticated users—that is, by 
acting deliberately to cause x to be 
greater than y. This is still consistent 
with the general concept of user pri- 
macy, since both classes of investors 
would still have priority over managers 
in the standard-setting process. !? 
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STANDARDS AND STANDARD SETTING 


-~ The analysis above did not, for the 
most part, refer to a standard setter. The 
principle of user primacy is of interest 
only to the extent that it could be imple- 
mented. For this reason, agreement behind 
the veil of ignorance on user primacy 
implies an agreement that it will be 
implemented. It is possible that it could 
be implemented to some extent via laws 
against fraud. To some extent, this is 
probably the case; such laws protect 
investors by providing legal grounds for 
civil and criminal proceedings. 

At the same time, standard-setting 
bodies have existed for many years. On 
the one hand (as noted at the outset), if 
a standard setter is established in 
order to reduce inefficiencies in the pro- 
duction and consumption of financial 


information, then a distributional prin- 


ciple will be followed implicitly (assum- 
ing non-random choice) even if not ex- 
plicitly specified. The above analysis 
provides a structure within which a 


IS Application of the leximin criterion appears to be 
straightforward. Although it could itself be extended to 
any number of classes, the extended user primacy princi- 
ple (as stated by the FASB) postulates the existence of 
three basically different classes of securities market 
agents. The interests of ‘‘naive’’ investors are to receive 
first priority, followed by sophisticated investors, and 
finally by managers. While the FASB version of the prin- 


_ ciple appears to favor sophisticated over naive investors, 


it is possible to derive the extended user primacy principle 


by introducing some additional principles. In view of the 


Rawisian analysis given above, a natural candicate is the 
Difference Principle, because it follows from applying 
the leximin criterion to the problem of the principles of 
justice [Rawls, 1971; Strasnick, 1976]. The Difference 
Principle states that social and economic inequalities are 
to be arranged so that they are both (a) to the greatest 
benefit of the least advantaged and (b) attached to offices 
and positions open to all under conditions of fair equality 
of opportunity [Rawls, 1971, p. 83]. As applied here, the 
FASB's emphasis on the needs of *''sophisticated"" 
investors would be justified only if doing so were to the 
benefit of the (less advantaged) ‘‘unsophisticated”’ 
investor. Such might be the case, for example, if it were 
empirically true that the latter acted as price-takers and 
left the impoundment of financial information in 
security prices to sophisticated investors. 
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standard-setting body could (with addi- 
tional information) choose a distribu- 
tional principle. On the other hand, the 
analysis also provides a structure for jus- 
tifying the existence of a standard setter, 
independent of considerations of effi- 
ciency. This would be the case if direct 


voluntary arrangements among security ` 


market agents (to be discussed below) 
would not reduce the conflict to a 
mutually agreeable level. If so, the exis- 
'tence of a standard setter may be jus- 


tified as the result of a voluntary, 


hypothetical agreement. Therefore, the 
analysis provided above has important 
implications for both the theory. and 
practice of standard. setting for corpo- 
rate financial reporting. Because of a 
lack of a rigorous analysis of its possible 
foundations, the implications have not 
been clearly understood. A brief discus- 
sion of several points, based on the anal- 
ysis given above, follows. 


Is User Primacy Important? 


. Dopuch and Sunder [1980] question 
the importance of the user primacy prin- 
ciple for two reasons. First, they claim 
that statements of objectives and ele- 


ments of financial statements, in general, : 
are: not useful because they do. not 
appear to help settle specific financial. 


reporting issues. Whatever: the correct- 
ness of their conclusions regarding other 
aspects of the FASB's Conceptual Frame- 
work, the above analysis shows that user 
primacy should be regarded as a meta- 
Jevel, or constitutional, proposition, 
stating whose interest is to have priority 
for any specific situation. Exactly for 
this reason, there is no particular reason 
to expect the user primacy principle to 
play a direct role either in choosing 
among. specific alternative standards or 
in justifying the choices made. That is, if 


a standard setter (who adopted user ` 


primacy as the distributional principle) 
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were. to justify the choice of a specific 
standard by reference to user primacy, it 
would only be stating what should be 
true of every standard promulgated, and 
thus does little to explain why the spe- 
cific standard chosen is ''the best.” 
Second, Dopuch and Sunder [1980, 
pp. 14-15] criticize what they call the 
‘“‘dominant-group’’ interpretation of the 
objectives, on the ground that "here is. 
little evidence that the user group has the 
power to impose its preferences on finan- 
cial accounting’’; the principle is there- . 
fore said to be ''unworkable." The 
actual amount of power of users in the 
promulgation of financial reporting stan- 
dards is obviously an important empiri- 


cal issue. But the user primacy principle 


is not intended to describe actual 
relationships. Rather, it serves as a nor- 
mative principle that constrains the stan- 
dard setter to act in the interest of inves- 
tors, thereby giving investors power to 
impose their preferences. The actual bal- 
ance of power among interested parties is 
irrelevant in determining which group's 
interests ought to have priority, since 


. these are not empirical issues. Indeed, 


recall that an important component in 


rationalizing the standard setter's role is 


users’ (investors) lack of power. Thus, 
the claim that user primacy is **unwork- 
able” is not a criticism of user primacy 
as a normative claim. Rather, if true, it is 
a criticism of the willingness of contend- 
ing groups, and of the ability of the stan- 
dard setter (e.g., the FASB), to act in 


accordance with the user primacy princi- 
` ple. | 


+ 


Objectives . 


The analysis, however, sustains an 
important observation made by Dopuch 
and Sunder. They suggest that the FASB ` 


might be better advised to try to formu- 


late objectives for itself. The analysis 


. based on the resolution of conflicting 
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interests provides a foundation for such 
an objective. While it may seem to be a 
trivial point whether objectives are attrib- 
uted to financial statements themselves 
[AICPA, 1973], to the institution of 
financial reporting [FASB, 1978], or to a 
standard-setting body, this is not so. The 
first two interpretations muddle the 
important observation made by Beaver 
and Demski [1974] that user primacy has 


distributional consequences. That i is, the. 


Objective states a constitutional princi- 
ple: in situations of conflicting interests, 
the claim of one contending group has 
priority. 

In light of this Observation, the analy- 
sis of user primacy provides the basis for 
formulating a clearer statement of the 
principle of user primacy. The extended 
version of the ''primary objective" 
might be restated as follows: ` 


A standard setter for corporate finan- 
cial reporting should promulgate rules 
which are in the interest of those 
present and potential investors and 
creditors who have limited authority, 
ability, or resources to obtain financial 
information. More sophisticated in- 
vestors máy disproportionately benefit 
by a standard, as long as the total ben- 
efit to the whole class of investors is 
maximized. 
The leximin analysis (see footnote 15) 
would require that the second sentence 
read: **More sophisticated investors may 
disproportionately benefit by a standard, 
as long as less sophisticated investors are 
made as well off as possible.”’ 


Distributional Consequences 


It is important to compare the distri- 
‘butional consequences.of the above state- 
ment of the user primacy principle with 
previous analyses of the issue. User pri- 
macy conflicts with suggestions [e.g., 
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Gerboth, 1973; Horngren, 1973; Dopuch 
and Sunder, 1980; Beaver and Demski, 
1974] that the task of the standard setter- 
should be to promulgate standards that 
represent compromises between oppos- 
ing interest groups. The notion of com- 
promise suggests that the interests of the 
various groups stand on a more or less 


: equal footing, such that the interests of 


one may be traded off against the inter- - 
ests of the other. According to the con- 
cept of user primacy (including the 
extended version), such trade-offs are 
not allowable. If compromise is inevita- 
ble, then it only shows again the degree 
to which the standard setter is prevented 
from performing one of its primary tasks, 
implementation of user primacy. It is 
important to recall that the genera. 
concept of a social ordering of alterna- 
tives is not thereby lost. However, socia! 
welfare cannot be represented by a real- 
valued function; instead, the interests 0: 
the two groups are ordered lexicographi- 
cally. $ | 

According to the user primacy princi- 
ple, the standard setter may act in man- 
agers’ interests, but only insofar as this 
does not work against investors. Thus, if 
is quite possible for the standard setter to 
promulgate a standard that constitutes a 
movement to a Pareto-superior alloca- 
tion of resources. However, a standard 
need not produce a Pareto improvement. 


- For, while the standard setter’s actions 


6 Let social welfare be a function of the utilities of the 
individuals making up the group. Whereas a real-valued 
social welfare function maps individual utilities (pref- 
erences) into the real number line, a lexicographical 
ordering maps them into a vector space with real coordi- 
nates. This space is completely and consistently ordered : 
if preferefice over outcomes (x,y) is defined thus: 


(x1, x) > Qn, Ya) iff 
OËYEA 


Or 
(Dx == Vy and X> ya 
See Chipman [1960] and Banerjee [1964]. 
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are constrained so that investors cannot 
be made worse off by a change in stan- 
dards, there is no such constraint for the 
impact on more advantaged securities 
market agents. This unequal treatment 
may seem unfair to managers. The fair- 
ness of the user primacy principle lies at 
the deeper level of the symmetry of the 
fundamental relationship among securi- 
ties market agents. According to the 
principle, it is irrelevant that a specific 
new financial reporting standard may 
restrict a corporate manager's reporting 
options, and thus decrease his expected 
utility. l | | 


Voluntary Arrangements Among 
Securities Market Agents 


The asymmetric relationship between 
investor and manager may result in an 
asymmetry in information. The adverse 
selection character [AEerlof, 1970] of the 
situation means that managers have an 
incentive to practice deception, since 
they cannot completely internalize the 
benefits of truth-telling. The asymmetry 
may be reduced in a veriety of ways. But 
if investors cannot perfectly evaluate the 


quality of informatior furnished or sig- 


naled to them, then the problem of 
deception will not disappear. The goal of 
the standard setter is not to eliminate 
deception. In any case, this would be 
unrealistic. Rather, from the investors? 
point of view, there may be an amount 
of deception which is optimal, as defined 
by the costs and benefits accruing to 
them. Accordingly, the standard setter's 
role should be to choose rules or 


principles that will yield an optimal level | 


of information quality, which includes 
an optimal amount of deception. 

A variety of arrangements exist (e.g., 
incentive contracts, monitoring agree- 
ments, and the existence of signaling in 


general) to reduce the asymmetry prob- ` 


lem. They have arisen within the struc- 
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ture of a securities market that has 
included a standard setter for 50 years. 
The standard setter establishes constraints 
on managers! reporting activities; effi- 
cient levels of voluntary reporting and 
signaling will occur within those con- 
straints. These voluntary arrangements 
attenuating the investor-manager con- 
flict do not automatically eliminate the 
need for a standard setter to implement 
the user primacy principle, although it 
may turn out that way if they reduce x or ` 
y (see Tables 1 and 3) sufficiently. Nor 
does the existence of a standard setter . 
automatically eliminate the desirability 
of direct agreements. The importance of 
the interaction between two-party agree- 
ments and standards (selected by a third 
party) is summarized in the following 
statement: 


. . . the market does not work perfectly. 
In fact, it rather rarely works even close 
to perfectly. On the other hand, the 
political apparatus also does not work 

. perfectly, and we must offset the defects 
of one apparatus against those of the - 
other in order to choose which we will 

.use in any particular application. This 
means, in general, that we should offset 
what are customarily called economic 
externalities with . . . political exter- 
nalities [Tullock, 1970, p. 65]. 


According to the analysis of user pri- 
macy, a standard setter is free to allow 
direct, voluntary disclosure of financial 
information without any intervention on 
its part. But the standard setter should 
step in to implement the user primacy 
principle whenever necessary, to assure 
that the interests of investors are max- 
imally satisfied. 


SUMMARY AND CONCLUSIONS 


The user primacy principle has been 
advocated by a number of individuals 
and organizations over many years. One 
version of it is espoused as one of the 
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basic principles in the FASB's Concep- 
tual Framework. Yet, there does not 
appear to have been any rigorous analy- 
sis of it in the literature. The fact that the 
principle persists suggests that it (together 
with a standard setter to implement it) 
may have a rational foundation. To the 
extent that Watts and Zimmerman's 
[1979] or Dopuch and Sunder's [1980] 
empirical claims regarding financial 
reporting standard setting are correct, 
the need is all the greater to explain what 
(if any) legitimate role such a standard 
setter is performing. Without such an 
analysis, no standards for approving or 
criticizing their behavior exist. The pur- 
pose of this paper is to investigate the 
logical foundations of the user primacy 
principle, not to advocate it. It is based 
on contemporary work in ethics and 
social and political philosophy, in which 
humans are regarded as rational decision 
makers, and in which principles govern- 
ing individual and group behavior are 
the result of rational decisions. 

It is shown that the principle is deriv- 
able from a set of more basic principles, 
together with a set of fairly plausible 
assumptions about the securities market. 
However, the analysis does not establish 
the soundness of the principle, since the 
acceptability of the conclusion depends 
on the acceptability of its premises. It is 
possible that alternative analyses could 
be developed which have either similar 
or contrary conclusions. If other sets of 
assumptions are found to imply the prin- 
ciple, then this would show either that 
there are a number of different reasons 
for the validity of the principle or that 
user primacy is robust, in the sense that 
it holds for a variety of initial conditions. 

The choice of a securities market, the 
structure of which includes a standard 


setter to implement the user primacy: 


principle, is a constitutional choice. Its 


The Accounting Review, July 1986 


purpose is to protect investors against 
losses due to the incentive of corporate 
managers to deceive them. Investors can 
thus take better advantage of the bene- 
fits a securities market affords them. 
Buchanan and Tullock [1962, p. 72] have 
described this in more general terms: 


Each individual will in the course of 
time, if allowed unrestricted freedom 
within the limits of the legal structure, 
impose certain costs on other parties; 
and, insofar as his own position taken 
alone is concerned, he will prefer to 
remain perfectly free to impose costs on 
others when he desires. On the other 
hand, he will recognize also that he will, 
on many occasions, be affected nega- 
tively by the actions of others over 
whom he can exert no direct control 
and from. whom he cannot legitimately 
demand compensation. Knowing that 
he will more often be in the second situ- 
ation than in the first, the fully rational 
individual will explore the possibility of 
contractual arrangements designed to 
protect him from external cost along 
with constitutional processes and pro- 
visions that may remove actions from 
the realm of private decision and place 
them within the realms of public 
choice. 


Two versions of the extended user pri- 
macy principle were proposed for fur- 
ther. examination, which interpret it 
explicitly as a distributional principle 


governing the standard setter's actions, 


and which explicitly state how the stan- 


. dard setter is supposed to resolve the 


conflicting interests of its constituents. 
According to the analysis given here, 
user primacy gives less advantaged secu- 
rities market agents absolute priority in 
the satisfaction of their interests. Among 
a set of Pareto-efficient outcomes, it 
selects one which maximizes that group's 
welfare, without any trade-off. Further- 
more, Pareto efficiency will be violated 
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whenever doing so leaves the least advan- ^ principle as reconstructed: In any case, it 
taged as well off as they can be. Because is clear from this analysis that the Board 
of the vagueness of the FASB's formula- needs to clarify the question of whose 
tion of the user primacy principle, it is interests have priority in the Setting of 
not clear whether it would endorse the — standards. 
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F unctional Fi bouton: and Interference. 
Theory: A Theoretical and 
Empirical Investigation. 


Susan Haka, Lauren Friedman and Virginia Jones ` 


ABSTRACT: This study uses interference theory to test the hypothesis that exposure to cost 
and income measures causes fixated responses in a decision-making setting where market 
_ value is the appropriate response. These fixated responses have been observed in both the 
‘functional fixation and prospect theory literatures and are related to materiality and certainty. 
The number of accounting courses subjects had completed was used as a surrogate for 
amount of exposure to cost and income. Approximately 50 percent of the subjects exhibited 
evidence of fixation on either income or cost measures. Materiality, but not certainty, had an 
impact on the fixation. Exposure to accounting courses was not related to this fixation. In 
fact, weak support was found for accounting as an aid in encoding the correct (i.e., market 
value) response. Age was the only variable positively correlated with ue) improper use of cost 


and income data. 


A COUNTING procedures and processes 
A play a significant role in the func- 

- tioning of modern societies. This 
role has been documented by numerous 
behavioral and market-based studies 
[Ball and Brown, 1968; Hopwood, 1974; 
and Merchant, 1981]. But the impact of 
accounting procedures on the everyday 


conduct of an ordinary member of 


society is a relatively unexplored area. 
Certainly, accounting procedures affect 
individuals through their use as à basis 
for taxation, policies for economic con- 
trols (i.e., price and wage controls), 
regulation of commercial sectors, and 
finally, through evaluation of an indi- 
vidual's job performance. Schumpeter 
[1950] was one of the earliest economists 
to recognize the impact accounting pro- 
cesses could have on a member of soci- 
ety. He stated: 
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Capitalist practice turns the unit of 
money into a tool of rational cost- 
profit calculations, of which the tower- 
ing monument is double entry book- 
keeping . . . primarily a product of the 
evolution of economic rationality, the 
cost-profit calculus in turn reacts upon 
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that rationality; by crystallizing and 
defining numerically, it powerfully pro- 
pels the logic of enterprise... this 
type of logic or attitude or method then 
starts upon its conqueror's career sub- 
jugating-rationalizing-man's tools and 
philosophies, his medical practice, his 
picture of the cosmos, his outlook on 
life, everything in fact including his 
concepts of beauty and justice and his 
spiritual ambitions [emphasis ours, pp. 
123-124]. 


While Schumpeter's concerns seem 
extreme, accounting researchers have 
discussed the impact of accounting’s 
emphasis on cost-profit calculations 
[Sterling, 1967 and 1973; Edwards et al., 
1979]. Consider Revsine's remarks: 


The process by which users may be con- 
ditioned to the data they receive could 
Occur in at least two ways. First, as stu- 
dents in business training curricula, the 
prospective users are introduced to. 
generally accepted accounting princi- 
ples and the financial statements that 
result from the application of these 
principles and their derivative proce- 
dures. Furthermore they are taught 
manipulative operations and techniques 
such as ratio and funds flow analysis 
that utilize accounting data as a means 
for evaluating enterprise performance 
and prospects. In short, users are 
generally indoctrinated concerning the 
relevance and utility of traditionally 
disseminated information. Second, this 
formal conditioning is continually rein- 
forced by each external report that 
users receive [emphasis added, 1219: 
pp. 50-51]. 


The emphasis in our society on cost 
and/or income could affect people’s 
decision processes, resulting in a con- 
ditioning phenomenon. If one is given a 
consumption choice between an item 
that is sold for $10 and another sold for 
$12, the original costs are generally 


irrelevant (ignoring taxes). Yet, social- 


conventions, such as income tax laws, 
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which specify cost and income as crucial 
inputs, may cause people to react to this 
choice in unexpected ways. For example, 
if pervasiveness of cost data has changed 
simple decision-making behavior, one 
might observe a person choosing an item 
with a higher original cost even if it has 
a lower current value. If such behavior is 
widespread, there may be a high societal 
cost due to suboptimal decision-making 
behavior. 

The purpose of this research is to usea - 
theoretical structure to try to explain 
why individuals make suboptimal wealth 
maximization decisions. We examine 
whether individuals’ past experiences 
with the dominance of cost and profit 
data in economic decision situations 
reduce the likelihood of correct wealth 
maximization decisions. The most direct 
way to test this proposition would be to 
compare the decisions of two groups of 
people, identical in all respects except 
that one group is exposed to these eco- 
nomic institutions and the other is not. 
Obviously, this is simply not feasible.! 
Assuming that accounting training is a 
reasonable surrogate for exposure to cost 
and profit-based decision processes, an 
indirect way to provide evidence about 
this issue is to compare the decisions of 
individuals who have received significant 
accounting training to the decisions of 
individuals who have not. To develop 
hypotheses regarding the differential 
behavior of these two groups, we pro- 
pose a framework that describes the con- 
ditioning effects as a type of functional 
fixatión. We use a learning theory devel- 
opment called interference theory to 
explain the fixation. | 

The remainder of this paper is divided 
into seven sections. The first examines 
the relationship between the condition- 


! While we might be able to recruit subjects from the 
African interior to be in the group totally unexposed to 
the economic institutions, we would, among other prob- 
lems, introduce a bias due to cultural differences. 
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ing phenomenon, prospect theory, and 
functional fixation. The second and 
third. sections provide an in-depth dis- 
cussion of interference theory and its 
potential for explaining functional fixa- 
tion and/or conditioning effects. The 
next section presents an experimental 
design to test for functional fixation 
caused by exposure to accounting pro- 
cedures and processes. The fifth part 
presents the experimental results. A dis- 
cussion of the results follows, and a con- 
cluding section presents limitations and 
suggestions for future research on this 
topic. 


FUNCTIONAL FIXATION AND 
PRosPECT THEORY 


The conditioning effect resulting from 
cost or income data emphasis can be 
conceptualized as a form of functional 
fixation, a psychological concept that 
has.been addressed in the accounting lit- 
erature [Ijiri et al., 1966]. Ashton [1976, 
p. 4] described how accountants might 
conceive functional fixation: “...a 
decision maker might be accustomed to 
using . . . data for one function (e.g., to 
assist in making pricing decisions) and 
...this 'preutilization would inhibit 


his discovery of other functions of that ` 


data (e.g., to assist in making production 
decision).’’ Fixation on cost and income 
data may leave individuals without the 
ability to discriminate, unaware of the 
appropriate contexts for the use of those 
data. That is, correct usage of market 
value data may become difficult for per- 
sons continually exposed to a variety of 
institutions demanding cost data. 
Accounting research on functional fix- 
ation has provided evidence of such a 
"conditioning" response to certain 
accounting procedures. Abdel-khalik 
and Keller [1979, p. 17] assessed whether 
users of accounting data ‘‘become con- 
ditioned and fixated on using reported 
earnings and on ignoring other informa- 
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tion signals." Their results. were 
consistent with a fixation hypothesis. 
They concluded: ‘‘The evidence reported 
here seems to suggest that some in- 
formed persons are unable to adopt 
readily new information or changes in 
measurement rules relating to some 
variables which they have consistently 
relied upon in making similar decisions 
in the past" [1979, p. 52]. Other 
researchers (see, for example, Ashton 
[1976], Chang and Birnberg [1977], 
Dopuch and Ronen [1973], and Dyck- 
man et al. [1982]) have tested the **func- 
tional fixation hypothesis" and found 
many decision makers who continued 
**to reflect elements of past behavior— 
which should have been forgotten" 
(Chang and Birnberg, 1977, p. 311]. 

While the arguments presented above 
are based primarily upon conditioning 
theories of the origins of functional 
fixation, Tversky and Kahneman have 
proposed Prospect Theory as a more 
cognitive explanation of the manner 
in which individuals come to violate 
traditional axioms of choice. They 
introduce the notion of *''framing" to 
suggest the difficulty of establishing 
generalized models of optimal choice. 
This *'frame"' is defined as:. 


The decision-maker's conception of the 
acts, outcomes, and contingencies 
associated with a particular choice. The 
frame that a decision-maker adopts is 
controlled partly by the formulation of 
the problem and partly by the norms, 
habits and personal characteristics of 
the decision-maker (emphasis ours) 
[1981, p. 453]. 


While Prospect Theory shares the 
same arena of inquiry as is approached 
in this study, differences exist in the 
explanatory constructs assumed. The 
area is mentioned here only to point out 
that it is related to our hypotheses and 
may provide alternative means to ad- 
dress the same questions. We employ a 
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framework developed from the learning 
theory literature. This theory posits that 
previous knowledge (e.g., training in 
cost and income decision contexts) can 


either interfere with or facilitate effective 


decision-making. | 


Experimental Group 
Control Group 


INTERFERENCE THEORY 
Transfer 


Interference theory is an outgrowth of 
the “‘transfer of training" hypothesis— 
the idea that what is learned in one task 
may be carried over (sometimes inappro- 
priately) to another task. A classic exam- 
ple is the supposed transfer that takes 
place from the learning one acquires in 
school to the many situations one experi- 
ences later in life. Some kind of transfer 
of training is assumed even though the 
later experience may be functionally 
unrelated to any specific schooling. 

Many effects may moderate the nature 
and degree of the transfer, and it may 
have dysfunctional effects; ‘‘transfer 
may facilitate the learning of the second 
task, or conceivably have an inhibitory 
effect and interfere with the second 
learning and the mastery of the second 
. task may help or hinder the subsequent 
performance of the first task" [Wood- 
worth and Schosberg, 1954, p. 733]. 


Retroactive Inhibition 


When the direction of a negative 
(inhibitory) transfer is from a later to an 
earlier task, it is a case of what Muller 
and Schumann [1894] called retroactive 
inhibition or retroactive interference. If 
retroactive interference is in effect, then 
interpolated or subsequent learning of 
Task 2 affects the later performance of 
the originally learned task. 


Learn Task 1 
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In general, transfer is empirically 
assessed by comparing the performance 
of a group learning a single task with the 
performance of a group learning two. 
tasks sequentially. Catania [1979] speci- 
fied the design of retroactive interference 
studies as follows: 


Learn Task 2 Test Task 1 


Test Task 1 


Under a hypothesis of retroactive inhibi- 
tion, the experimental group’s perfor- 
mance on the test of Task 1 is expected 
to be lower than that of the control 
group because of the retroactive interfer- 


ence of Task 2 on the earlier learned 
. Task 1. 


The. early interference literature did 
not investigate the transfer of abilities 


per se, but rather, the transfer of stimu- 


lus-response units. Negative transfer was 


. described as learning an A—B pair fol- 


lowed by learning an AC pair. The 
theory proposed that A-C learning, 
requiring the response C to stimulus A, 
retroactively interfered with the origi- 
nally learned response B to stimulus A. 
Importantly, functional fixation has 
been described as ‘‘a classic case of nega- 
tive transfer" [Kagan and Havemann, 
1976, p. 149]. 


Rote Versus Logical Learning 


Many of the earlier retroactive inter- 
ference studies used nonsense syllables to 
test the theory. Other researchers sug- 
gested that a different effect may be 
found when the learning tasks have a 
stronger cognitive basis. Several studies 
[Ausubel et al., 1957, 1968; Wong, 1970] 
tested for retroactive interference using 
meaningful verbal prose passages rather 
than nonsense syllables and found little 
retroactive inhibition exhibited. These 
studies suggest that subjects relate later 
learning back to original learning, stimu- 
lating ‘‘a review of the original task 
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which counteracts the interference effect 
that typically occurs in rote learning 
studies" [Wong, 1970, p. 414]. Retro- 
active inhibition, then, is sometimes 
diminished in situations where the learn- 
ing is more intuitively meaningful. How- 
ever, more recent studies in the verbal 
learning literature on interference in 
associative memory found aspects of 
interference [Roediger, 1978; Mehle et 
al., 1981; Hoch, 1984]. Thus, the overall 
results are inconclusive; the results of 
some studies were consistent with retro- 
active inhibition, whereas other studies 
showed evidence of retroactive facilita- 


tion. Current research is designed to dis-- 


tinguish when interference as opposed to 
facilitation will occur. 


An Extension: Stimulus Encoding | 


The retroactive facilitation effect 
found in logical learning tasks was one 
of the motivations for the Stimulus 
Encoding hypothesis developed by 
Greeno [1970] and Martin [1971]. Their 
Stimulus Encoding theory suggested that 
the A in A — B learning was not the same 
as the A in A—C learning; different 
response sets imply that different salient 
features in stimulus A were ‘‘encoded’’ 
with each response. ‘‘What gets retrieved 
in recall... depends on which en- 
coding of the nominal stimulus get 
sampled...’ [Crowder, 1976, p. 257]. 
In other words, a distinction is made 
between the nominal stimulus provided 


by the experimenter and the functional . 


stimulus perceived by the subject. The 
Tversky and Kahneman [1981] studies 
discussed earlier provide support for the 
stimulus encoding hypothesis. They 
found that subjects exhibited predictive 
shifts of preference resulting from 
sampling . different salient features of 
the same stimulus situation (see also 
Tversky [1977]). The subjects’ responses 
depended on how the subjects ‘‘framed”’ 
the stimulus. Stimulus encoding or 
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framing. would. predict retroactive 
inhibition when subjects sampled the 
salient feature of A that was most domi- 
nant in A—C learning. On the other 
hand, retroactive facilitation might 
appear when sampling the salient feature 
of A that was most dominant in A—B 
learning. This hypothesis could explain 


-both retroactive interference and retro- 


active facilitation. 


IMPLICATIONS FOR ECONOMIC BEHAVIOR 


We hypothesize similar patterns of 
response to stimuli from individuals 
dealing with accounting phenomena. 
People observe cost and income data 
being used in a variety of decision- 
making situations. Learning to use cost 
and profit data in a number of tax- 
related and business-related contexts 
might interfere with the rational use of 
market prices in making current eco- 
nomic decisions. The ‘‘stimulus’’ for the 
use of cost and income measures may be 
so strongly reinforced through account- 
ing training that people are unable to 
identify decision contexts where. those 
measures might be dysfunctional. 

Some support exists for the idea that 
fixation could arise within a wealth mea- 
surement framework. Alexander [1973, 
p. 13] has remarked, ‘‘It is probably 
Obvious to most people that market 
value is the appropriate measure of well- 
being associated with each item of 
wealth in a man's possession." How- 
ever, in many of the experiments cited by 
Kahneman and Tversky [1979] in sup- 
port of prospect theory, many subjects 
framed their decision problems in the 
contexts of gains and losses rather than 
in terms of the asset's market value. 
Thus, cost and income measures used 
by accountants, taxing authorities, and 
others in a large variety of decision 
contexts may result in fixation. 

The interpolated learning of cost and 
income data, accompanied by weak 


: 460 


stimulus discrimination conditions, may 
produce a retroactive interference effect 
" upon the “‘correct’’ use of market value 
in a wealth assessment decision context. 
. What we would optimally like to have 
are two distinct stimulus-response pairs: 
one for market price (A — B) and one for 
cost of income (C— D), with separate 
stimuli and responses for each. But it is 
possible that C is confused with A, 
resulting in an 4—B, C—B para- 
digm. Response B becomes the fixated 
response. These are precisely the condi- 
tions that are necessary for retroactive 
interference and thus for fixation to 
occur. | 
However, because tax, accounting, 
and other cost or income-oriented infor- 
mation is probably similar in structure 
to meaningful verbal prose, we might 
discover retroactive interference being 
counteracted by stimulus encoding. The 
mixed results of some of the accounting 
functional fixation studies suggest that 
stimulus encoding might occur for cer- 
tain subjects. For example, Dopuch and 
Ronen [1973] suggested that as students 


had more accounting training they were - 


less likely to exhibit evidence of fixa- 
tion on income effects of a LIFO-FIFO 
switch. Perhaps the A in A — B (market 
value) learning is, in fact, being dis- 


tinguished from the C in C— D (cost or. 


income) learning as a result of the addi- 
tional accounting classes. 


THE EXPERIMENTAL STUDY 


To test the effect of exposure to cost 
and income learning, we asked three 
groups to make simple wealth maximiza- 
tion decisions. Each subject was asked to 
choose between two items. Neither item 
was described, but subjects were told 
what each item cost when purchased and 
for what price each could be sold. (More 
details are provided in the experimental 
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design section.) Normatively, subjects 
should choose the item with the higher 
selling price because they could sell the 
higher-priced asset and purchase the 
other. if they preferred the item not 
chosen (selling prices always exceeded 
the original costs). 


Hypotheses 


The hypotheses posited that preva- 
lence of cost and profit information 
interferes with (that is, causes fixation) 
or. facilitates appropriate market-based 
decision models. In particular, if stimu- 
lus encoding is dominant, then subjects 
with more cost and profit exposure 
should be more likely to use the market 
price data than those with less exposure. 
If retroactive inhibition dominates, then 


the opposite effect should be discerned. 


Three groups. were compared to 
explore. this question. Subjects in one 
group had no formal accounting or busi- 
ness training, subjects in the second had 
two accounting courses, and subjects in ` 
the third group had four or more 
accounting courses. Thus, the number of 
accounting courses was used as a sur- 
rogate for exposure to cost and income 
measures. The treatment effect (expo- 
sure to cost and income measures) is 
latent and unobservable and must be ` 
measured by a surrogate. That is, it is 
impossible to determine for any individ- 
ual the amount of exposure to cost and 
income decision situations. Accounting 
courses do present many decision situa- 
tions in which cost and/or income are 
the appropriate responses, thus being a 
fertile ground for retroactive interfer- 
ence. Conversely, managerial accounting 
courses typically discuss historical costs 
as being sunk and irrelevant in many 
decision situations and thus could pro- 
vide the appropriate setting for retro- 
active facilitation or stimulus encoding. 
However, the results of the study depend ` 
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on the validity of accounting courses as a 
surrogate for cost and income exposure. 

The experimental design followed the 
classic retroactive study: _ 


Experimental Gens: 
Control Group 


If retroactive interference occurs, then 
the experimental groups (accounting- 


trained subjects) will perform worse on 


a.test of the appropriate sales price 
response than the control. group (sub- 
jects with no accounting or business 
course training). Thus, the null hypoth- 
esis was: 


Ho: The frequency of sales-price- 
based decisions will be equal 
among the groups. 


The first alternative hypothesis was: 


Ha,: The. frequency of sales-price- 
based decisions will be inversely 


related to the amount of 


accounting training. 


However, if stimulus encoding domi-- 


nates any interference effect, then the 
experimental groups might perform as 
well as or better than the control group. 
Such a result would be consistent with 
the retroactive facilitation findings in 
meaningful verbal learning studies. 
Therefore, a second alternative hypoth- 
esis (the null remained the same) was: 


Ha; The frequency of sales-price- 
based decisions will be directly 


related to the amount of. 


accounting training. | 
Two-tailed tests were employed because 
of the directional effect implicit in the 
competing theories. 
Experimental Design 
To test the above hypotheses, we 
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constructed a scenario in which subjects 
were told that a distant relative had died 
and left them a choice between two 


Learn Sales Price —» Learn Cost-Profit —— Test Sales Price 


Learn Sales Price ——— — — — — — 5 Test Sales Price 


unspecified durable goods. Subjects 
were told the amount that their relative 
had paid for each item at the time they 
bought it and the sales price (cash value 
today) for each, but otherwise the items 
were not described. They were told that 
both items had been purchased by their 
relative at the same time and that the 
sales prices were approximately what the 
item could be sold to others for today. 
Subjects were then asked to indicate, on 


the basis of the information provided, 


the item that they preferred. The cases 
were constructed so that one item had 
the higher sales price and the other had 
the higher purchase price. For example, 
in the case below, Item B has a higher 
purchase price but Item A has the higher 
sales price. 


Item A 


Purchase Sales 
Price Price 
3450 3850 

. Jtem B. 

Purchase | Sales 
Price Price 
3500 3700. 


Thus a choice of B would indicate an 
interference effect. ` 

An additional instrument adapted 
from Larcker and Lessig [1980] was used 
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to determine the perceived usefulness of 
information for decision making. Using 
this instrument, subjects reported on a 
seven-point scale the usefulness of sales 
and purchase price information for their 
decisions. 

A pilot study revealed that many sub- 
jects computed an ‘‘income measure" 
and subsequently used it to make their 
decisions. In other words, some subjects 
maximized the difference between the 
selling price and buying price. For exam- 
ple, if a subject chose Item A in the 
above example, it would be impossible to 
determine if the choice was because of 
the higher sales price of item A ($3850) 
or because Item A had appreciated more 
than Item B ($400 vs. $200). We there- 
fore included separate check cases for 
fixation on an ''income measure." The 
check involved cases where both the pur- 
chase and sales prices for one item were 
lower than the respective prices for the 
other item, but the difference between 
sales price and purchase price was larger 
for the lower-priced item. 

For example, in the following case, 
only an **income user” would select Item 
A which has appreciated $600 vs. the 
appreciation of $200 for Item B. 


. ftem A 
Purchase Sales 
Price Price 
3200 3800 
Item B 
Purchase Sales 
^ Price Price 
3700 | 3900 


By including ‘‘income user” check cases, 
we could determine whether the amount 
of appreciation or the absolute prices 


The Accounting Review, July 1986 


themselves influenced the decision. 
Three cases were used to determine 
whether a subject used this ‘‘income’’- 
oriented decision rule. Thus, we were 
able to fully test whether subjects used 
an inappropriate cost-based decision 
rule, an inappropriate income-based 
rule, or an economically rational sales- 
price-based decision rule. 


Secondary Hypotheses 


Since the judgments involved wealth, 
two additional variables were con- 
sidered. First, if the theory that subjects 
encode different aspects of the stimulus 
in differentiating between decision con- 
texts is correct (as suggested by Tver- 
sky’s and Khaneman's [1981] framing 
experiments and other tests of similarity 
[Tversky, 1977], it is important that 
subjects be able to distinguish situations 
in which historical costs are appropriate 
from those in which sales prices are 
appropriate. While in theory these situa- 
tions should be quite distinct, it may be 
that the numbers are so close that the 
situations become practically indistin- 
guishable. 

. In accounting parlance, the material- 
ity of the difference between the magni- 
tudes involved may have an effect on the 
outcome. Accounting research.on mater- 
iality judgments has shown that subjects 
generally exhibit differences of opinion 
with regard to whether or not an amount 
is considered material. Researchers have 
thus assumed that ‘‘different individuals 
have different materiality thresholds'' 
[Moriarity and Barron, 1976, p. 321]. 
Tversky and Kahneman [1981] noted a 
materiality effect in their experiments on 
framing. They recognized a ‘‘temporary 


devaluation of money which facilitates 


extra spending and reduces the signifi- 
cance of small discounts in the context of 
a large expenditure" (p. 457). Specifi- 
calli, a subject may not distinguish 
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between the stimulus to use historical 


costs and the stimulus to use market 
prices because the response amounts are 
so close to each other that he/she per- 
ceives there to be no difference between 
them. Also, the subject may consider a 
difference insignificant by comparison 
to the magnitude of the sales price or 
purchase price amounts. Other research 
on functional fixation has discovered 
important materiality effects [Dopuch 
and Ronen, 1973; Abdel-khalik and Kel- 
ler, 1979]. 

To test for materiality, a within-cell 
materiality variable was manipulated. 
All subjects were exposed to three levels 
of percentage differences between sales 
price and historical cost. In other words, 
the percentage difference in the dollar 
amounts between the higher sales price 


and the higher purchase price was 


established at levels of two, ten, and 20 
percent for each subject. The null 
hypothesis was that the level of material- 
ity had no effect on which decision 


model the subjects used. There were six ` 


cases in each materiality level, including 
one *'income user” check case. Thus, a 
total of 18 cases were presented in ran- 
dom order to each subject. ` 

The second additional variable investi- 
gated was the subjects! perceived cer- 
tainty of information accuracy. In an 
economic setting, the perceived quality 
of the information inputs may influence 
the decision. Specifically, subjects may 
rely on information they perceive to be 
harder (less subject to manipulation) 
even if it is an inappropriate stimulus. 
Kahneman and Tversky [1979] discuss, 
in their development of prospect theory, 
a.key variable called ‘‘the certainty 


effect." They found their subjects con- ` 


sistently underweighted outcomes that 
were only probable as compared to out- 
comes that were certain. In other words, 
the expected value of a stochastic payoff 
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is valued less than a certain sum equal to 
that expected value. To control for the ` 


. effect of perceived certainty, each group 


was divided into two sections. One sec- 
tion received instructions indicating that 
the market price information was 100 
percent certain (a buyer was already 
available at the quoted price). The other 
section was told that the market price 
information was reliable but not exact 
(the price was approximately what the 
item could be sold to others for; see 
Appendix). In this way we could test 
whether the perceived certainty of the 
data affected the presence of fixation.? 


Data Analysis 


. The first step in the data E Was 
to separate the subjects into ''income 
users! and ‘‘nonincome users?! on the 
basis of their answers to the three income 
user check cases. This was necessary 
because of the inability to distinguish 
sales price answers from income user 
answers except in the three check cases. 
If a subject's preferences on these cases 
indicated that he/she used an income 
measure on at least two of the three cases, 
he/she was deemed an ‘‘income user." 
All other subjects were deemed ‘‘non- | 
income users." All subsequent data 
analysis was performed separately for 
these two groups. 

The 18 cases for each subject were 
analyzed using a 3x2x3 factorial 
ANOVA with materiality as a repeated 
measures factor. The dependent variable 


was the number of sales-price-based 


decisions in each materiality level. . 
The analysis of the Larcker-Lessig 


? The first case example given was at the ten percent 
materiality level, that is, .10*(3500) +3500 — 3850. Con- 
ceptually, the higher sales price equals 110 poem of the 
higher purchase price. 

3 Kahneman and Tversky [1979] onendonanisd their 
certainty variable in terms of expected values. However, 
our certainty variable is categorical; certainty or uncer- 
tainty. 
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— "TABLE 1 


Amount of Accounting Training 


None (Control) 
Little (Experimental) 


Lot (Experimental) 


questions was performed via a 3x2 
ANOVA for each of the five questions 
(three levels of accounting exposure 
versus two levels of certainty). It was 
not possible to examine the materiality 
repeated measure with regard to these 
questions because materiality was a 
within-cell factor. Here the dependent 
variable was the numerical response of 
the subject on a seven-point Likert scale 
with the endpoints and midpoint ver- 
bally anchored. 


Subjects ` 


Subjects were 220 undergraduates at 
two major midwestern universities. The 
subjects volunteered to spend some class 
time to respond. to the experimental 
questionnaire. The experimenter distrib- 
uted the questionnaire without comment 
and waited for the ten minutes it took 
most subjects to complete the question- 
naire. The subjects were given a ques- 
tionnaire package consisting of (1) the 
scenario, (2) 18 cases in random order 
requiring choice of an item, and (3) the 
modified Larcker-Lessig questionnaire 
(see Appendix). Subjects were also asked 
to indicate which accounting courses 
they had taken, whether they had held 
a full-time job for at least one year, 
whether they had prepared tax returns, 


Materiality 


. Certainty 
Certain ` 3 levels 
Uncertain 3 levels 
Certain 3 levels 
Uncertain 3 levels 
Certain 3 levels — 
Uncertain 3 levels 


which finance courses they had taken, 
and their age. These variables were later 
used as covariates in the analysis. Sub- 
jects were grouped into one control 
group (no accounting or business 
courses) and two experimental groups, 
two accounting courses and four or 


more accounting courses. Subjects in the 


two-course group had taken an intro- 
ductory financial course and an intro- 
ductory managerial course. Those in the 
four or more course group had all taken 
at least two intermediate courses and a 
cost accounting course. 


Summary of Research Design’ 


To summarize the research design, we - 
followed the classic retroaction research: 
design except that the number of groups 


' was expanded. Table 1 details the design. 


All subjects were assumed to have 
learned the use of market prices through 
everyday experiences. Task 2, the use of 
cost and income data, was learned 
through exposure to accounting educa- 
tion. There was one control group (no 
accounting instruction). All subjects 
were exposed to all three materiality 
levels. For each level of accounting train- 
ing, subjects were randomly assigned to 
the certain condition or the uncertain 
condition. | 


. The first half of the results section 
will focus on the subsample of non- 
income users. The second part of this 
section will make comparisons between 
the two sample partitions, i.e., between 
the income users and the nonincome 
users. The results are based, first, on an 
analysis of tlie number of sales price 
decisions made by the decision makers 
across the 15 nonincome cases, and sec- 
ond, on the answers to the adapted 
. Larcker-Lessig instrument. Table 2 pre- 

sents the mean and variance of the num- 
ber of sales price decisions for each cell 
in our 3X2x3 ANOVA repeated mea- 
sures design. A perusal of this table pro- 
vides evidence that perhaps materiality 
had an effect on. the decision makers' 
models. However, the effect of the 
amount of accounting exposure and 
degree of certainty is less obvious. 
Table 3 confirms the initial suspicions 
generated by Table 2. Analysis of vari- 
ance tests for the equality of means 
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| SECH TABLE 2 | 
MEAN NUMBER OF SALES PRICE DECISIONS ACCORDING TO AMOUNT OF ACCOUNTING, | 
CERTAINTY, AND MATERIALITY LEVELS 
FoR NONINCOME USERS 
(STANDARD DEVIATIONS ARE GIVEN IN PARENTHESES) 
| Accounting (Factor A) and Certainty (Factor C) 
Factor No Accounting 2 Courses 4 or móre courses 
B l 
Materiality Uncertain ` Certain Uncertain Certain Uncertain Certain Marginal 
Level 1 4.3750 © Aan © — 4.3043 4.3000 4.7826 ^ ^ 4.7391 4.4957 
20% (1.4083) (1.4975) (1.2946) (1.6255) (1.0426) (.7518) 
Level 2 4.3125 4.5000 - 4.6087 4.5000 ^ 4.7391 4.5652 4.5556 
10% (1.3525) (1.1678) (1.1176) (1.2773) (1.0538) (1.1995) 
Level 3 4.3750 4.2500 4.3478 4.3500 4.3913 4.2174 4.3248 
2 Uo (1.3102) (1.4848) (1.2288) (1.5653) (1.4058) (1.6776) 
Marginal 4.3542 | 43611 4.4203 4.3833 4.6377 4.5073 
N=16 Nal? N=23 N=20 N=23 N=23 
RESULTS ` Hom,—m;—... =m, indicated that 


the level of accounting exposure and 
degree of certainty had no effect on the 
number of sales price decisions. How- 
ever, the materiality effects were sig- 
nificant at the .05 level. There was a 
significant (p<.05) interaction effect 
between the level of accounting exposure 
and materiality. The sample sizes across 
groups were not equal because we could 
not determine in advance who would be 
income users. The Greenhouse-Geisser 
[1959] adjustment was made to the 
ANOVA to compensate for this 
problem. 

The implications of these results are as 
follows: (1) the. larger the differences 
between the higher purchase price and 
the higher sales price, the more likely 
that the decision maker would choose - 
the asset with the higher sales price; and 
(2) when materiality levels were higher, 
subjects with more accounting training 
made more sales-price-based decisions. 

The ANOVA was run with several 
covariates to attempt to remove their 
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TABLE 3 


ANOVA RESULTS FOR NUMBER OF SALES PRICE DECISIONS 
NONINCOME USERS 


466 ` 
Source ` df 

Accounting 2 
Certainty i 1 
Materiality bc 2 
Accounting-Certainty 

Interaction 2 
Accounting-Materiality 

Interaction 4 
Certainty-Materiality l 
' Interaction 2 
Accounting-Materiality 

Certainty Interaction 4 


Mean Square F Probability 

1.52093 A4 .7158 
23671 | 05 .8197 

1.34996 4.50 .0155* 
.13963 .03 .9697 
.85814 2.86 .0298* 
.04272 14 8672 . 

. .12584 42 7713 


* Significant at a<.05 after adjustment for Greenhouse-Geisser degrees of freedom ` 


effect on the behavior of the dependent 
variable. The covariates were age, 
whether the subject had been employed 
for more than a year, whether he/she 
had prepared his/her own tax return, 
and the number of finance courses 
taken. The only covariate that produced 
a significant effect was age. The older 
the subject was, the less likely he/she 
was to make sales-price-based decisions. 

A chi-square test confirmed the rela- 
tionship between age and use of income- 
and cost-based decision rules. Older 
subjects were significantly (p< .06) less 
likely to use selling prices in making their 
decisions.* While this phenomenon is not 
directly related to the hypothesis, it does 
lend support to retroactive interference. 


This is the opposite of what one would. 


expect a priori. One would expect that 
repeated consequences of erroneous 
decisions, those based on cost or income, 
would cause older subjects to move close 
to market price measures in this decision 
context, Since our results contradict this 
expectation, we suggest that the frequent 


use of cost and income data in evaluating 
decisions, and in the various economic 
situations already mentioned, may be so - 
important as to negate expected rein- 
forcement of market price behavior.? 


Larcker-Lessig Instrument 


Table 4 presents results of subject 
responses to the Larcker-Lessig instru- 
ment. Two ANOVAs (one for income 
users and one for nonincome users) were 
performed for each question from the 
Larcker-Lessig instrument. The manipu- 
lated variables were accounting and cer- 
tainty. Consistent with retroactive facil- 
itation or stimulus encoding for 
nonincome users, the more accounting 


4 The chi-square test was performed on a contingency 
table of all subjects, sales price users against non-sales 
price users, for five age levels, 18 and under, 19, 20, 21, 
22 and over. The null hypothesis was that age and the 
number of sales price users are independent. 

* The age effect results should not be extrapolated to 
the general population since the average age of our 
respondents was 21.1. Further, the effect could be an 
experimental artifact and requires future research before 
these results can be viewed with confidence. l 
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TABLE 4 


RESULTS OF Two-way ANOVA (ACCOUNTING X CERTAINTY) 
On LARCKER-LESSIG INSTRUMENT 


Questions 


1. It is Difficult To Choose Without the Purchase Price 
2. It is Difficult To Choose Without the Sales Price 

3. I Used Only the Purchase Price 

4. I Used Only the Sales Price 


5. I Used Both the Purchase Price and the Sales Price 


* All p Values x.05 Reported 


courses taken, the Jess likely these-sub- 
jects were to agree that purchase prices 
were important for this decision context 
(questions 1 and 3, p « .O1). 

Forty-six percent of the subjects with 
no accounting courses, 53 percent of the 
.subjects with two courses, and 40 per- 
cent of the subjects with four or more 
courses made decisions based on appre- 
ciation instead of prices. A chi-square 
test indicated that the percentage of 
income users did not differ significantly 
among groups. To provide evidence that 
the partition of the sample into income 
‘and nonincome users was justified, we 
performed a two-sample f-test on the 
mean responses to question #5 from the 
Larcker-Lessig instrument. Question #5 
asked the subjects if they agreed that 
the purchase and sales price information 
both were necessary for their decisions. 
Obviously, for income users, both pieces 
of information are necessary, but for 
sales price users they are not. The. test 
indicated that the mean response of the 
income user partition differed from the 
mean response of the nonincome user 
partition at the p<0.0001 level. Income 


Nonincome Users 


Income Users 


N=117 N=103 
Accounting p =.0033* No Significant Effect 
` Mean =2.9744 . Mean —4.6796 
No Significant Effects No Significant Effect 
Mean — 5.1880 Mean —4.8835 
Accounting p —.0011* Accounting p =.0318* 
Mean = 1.9658 Mean —1.8641 
No Significant Effects No Significant Effects 
Mean = 5.0513 Mean =2.1650 
No Significant Effect No Significant Effect 
Mean —3.6239 Mean —6.1456 


users were more likely (by a difference of 
over 2.5 scale points) to agree that they 
used both the sales and purchase prices 
in their. decisions. ` 

Table 4 also includes the results of the 
ANOVA on the Larcker-Lessig instru- 
ment for the subjects who used income- . 
based decision models. The only ques- 
tion that generated a significantly 
different response depending on the 
amount of accounting training for 
income users was #3, which asked the 
importance of the. purchase price infor- 
mation for the subject's decision. The 
nonaccounting group was most likely to 
agree with the statement, the group with 
4+ accounting courses next most likely 
to agree, and the middle group least 
likely. The latter two were almost 
identical in their responses (1.667 vs 
1.710). The significant result was caused 
by the no-accounting group (2.458). The 
lack of a certainty effect for income 
users was interesting because it indicated 
that regardless of the **hardness"' of the 
sales price information, the income user 
would not change his/her decision model 
in this context. 
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DISCUSSION ` 


The results of this study did not 
support the proposition that exposure to- 
accounting concepts via accounting . 


courses interferes with decision pro- 
cesses. While retroactive interference 
was not confirmed by this research, 
some moderate support for stimulus 
encoding causing retroactive facilitation 
was found. As displayed in Table 3, the 
amount of accounting exposure did not 
affect the number of sales-price-based 
decisions. Also, as discussed earlier from 
Table 4, for nonincome users, the more 


accounting courses taken, the less likely ` 


the subject was to agree that purchase 


price information was important for the 
decision. Therefore, the interpolated ` 
learning of the accounting students did 


not interfere with original learning. 
Apparently, accounting training ‘does 


not cause functional fixation in this sim- - 


ple wealth maximization ‘setting. 
Stimulus encoding was moderately 


supported. The accounting-trained sub- 


jects responded as appropriate to the 
decision setting, as did subjects with no 
such training. Furthermore, the account- 


ing-materiality interaction provided. 


weak support for stimulus encoding 
(framing) since accounting-trained users 
were more likely to make sales: price 
decisions when the materiality differ- 


ences were large. Apparently, students in ` 


the accounting-trained groups:who were 


not income users were able to distinguish | 
. properly between the two stimuli in our. 


hypothesized A—B and C—D Tesponse 
sets. 


Confirmation of stimulus encoding 


was evident in the results on materiality. 
. The materiality of the difference between 
the sales price and the purchase price was 


related to the number of sales-price- ` 
driven choices. Evidently, students in the 


nonincome group incorporated aspects 
of materiality into the decision context, 
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and this affected their decision models. 


This aspect of the decision-making pro- ` 


cess was related to the amount of expo- - 
sure to accounting and confirms results 
found by Tversky and Kahneman [1981]. 

Thus, stimulus encoding appeared to be 


contingent upon a materiality. threshold. 


_It is noteworthy that nonincome users 


- regarded sales price information as being . 


significantly more important than the © 
purchase price. Income users also con- 
sidered sales price information as some- . 
what more important than purchase ` 
price information, but not significantly 
SO. | 
A most interesting result was that - 
approximately one-half of the sample 


was income users. That is, approxi- 


mately half of the subjects were willing. 
to choose a:lower-valued item merely 
because it had appreciated faster in the 
past. Making the decision based on the 
"income" approach is dysfunctional — 
since it overlooks the possibility of sell- 
ing the higher-valued item and buying. 
the other item for its appreciation poten- . 
tial while retaining the residual cash. 
There are two possible explanations 
for our inability to. reject the null ` 


. hypothesis. One is that the interference | 
- effect does not exist, and the other is that ` 
accounting training: is not a valid surro- 


gate for exposure to cost and income 
concepts in this economic environment. 


The high number of *'income users” in 


the sample (overall 47 percent; 103 out 


of 220) provides ` some evidence that | 


exposure to the income concept through - 


economic conventions such as taxes may ` 


be the cause of a fixation on income. The | 
amount of accounting training did not 
affect this behavior. This result sup- 


ports those found by Dopuch and Ronen D 
- [1973], Abdel-khalik and Keller [1979], - 


and Kahneman and Tversky [1979] that 
income fixation is common.  , 
"Finally, the inverse relationship 


" between age. and number of sales-price- 
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based decisions further suggests that the 


large amount of cost- and income-based 
data used in society may affect decision- 
making behavior by causing individuals 
to selectively attend to cost and income 
measures. Perhaps accounting training is 
not a good surrogate measure for learn- 
ing of income- and/or cost-based rules, 
since accounting training is tempered 
with warnings about the irrelevance of 
cost-based data in most decision con- 
texts. If age is a more appropriate surro- 
gate for learning cost- or income-based 
rules, then this research provides some 
evidence of an interference effect. 


LIMITATIONS AND FUTURE RESEARCH 


This study, like all empirical research, 
is a joint test of the hypothesis under 
investigation and the research design. To 
explore the limitations of the research 
instrument, a pre-experimental inquiry 
[Orne, 1962] was conducted to assess the 
experiment's demand characteristics. A 
separate set of 50 subjects was given the 
experimental instrument and asked to 
speculate on the hypotheses under study. 
The majority of subjects (90 percent) 
participating in the inquiry were able to 
provide an accurate written description 
of the main objective of the experiment 
(e.g., ‘to determine how people value 
items"). None of the subjects were 
aware of the manipulation of the second- 
ary experimental variables, that is, the 
materiality or certainty variables. This 
group of subjects was also asked, after 
their responses about the objectives of 
the study had been collected, how they 
would make the decisions. The responses 
were remarkably consistent with the 
experimental results. Forty-eight percent 
would have looked at the sales price, 
eight percent at purchase price, and 44 
percent at appreciation. Since the 
responses to the inquiry were uniform 
and identical to the objective of the 
study, we are confident that the results 


. 469 


were not driven by the construction of 


the experimental instrument.* 

Other limitations were caused by our 
choice of a supporting theory. The adop- 
tion of a conditioning paradigm to 
explain decision making which contra- 
dicts normative theory has not been 
explored for this type of decision situa- 
tion. This conditioning paradigm forces. 
the researcher to choose a surrogate for 
the unobservable treatment effect of 
exposure to.cost and income measures. 
We chose accounting courses to surro- 
gate this treatment effect. However, 
given our results, perhaps age would 
have been a better surrogate. Future 
research could more thoroughly explore 
the impact of age in these decision con- 
texts. The inverse relationship found 
between age and normatively correct 
decisions clearly indicates a need for 
further study. In addition, there are 
other methods that could be used to test 
the impact of exposure to cost- or 
income-based phenomena on wealth- 
related decisions.. A more cognitive 
approach, such as that taken by Tversky 
and Kahneman, may prove fruitful. 
Another possibility would be to use pro- 
cess tracing in an attempt to understand 
the thought processes of people who 
appear to make suboptimal wealth- 
related decisions. 

These results are clearly preliminary. 
If further research supports the results 


$ Experimental design flaws have been investigated by 
five separate trials of the experiment with changes in the 
instrument in each iteration. To check for biases, the 
scenario was changed to a game show format in one trial 
and no format (i.e., just choose an item) in another trial; 
the “Purchase Price" and ''Sales Price" titles were 
changed to ‘‘Historical Cost" and ‘‘Market Value" in 
one trial and to ‘Amount your relative paid for the 
Item” and “Amount for which you can sell the Item" in 
another; and finally, the uncertain scenario was manipu- 
lated by stating *'the sales price is the average of the 
classified ad prices listed in the newspaper.” In all trials, 
between 40 percent and 50 percent of the subjects used an 
income measure as the basis for their choice. In addition, 
the certainty manipulation was significant for the trial 
using ‘‘classified ads” at the .05 level. 
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reported here, accounting educators 
need not fear that accounting education 
negatively affects the students’ wealth . 


maximization decisions. In fact, there is 
some evidence to indicate that account- 
ing training: facilitates the use of the 
normative model, particularly when the 
magnitude of the choice is relatively 
large. On the other hand, a large per- 
‘centage of all three groups (46 percent) 
used an income-based decision rule, süp- 


porting the notion of a functional fixa- 


tion on income. When one includes the 
decisions made based on . purchase 
prices, more than 50 percent of the deci- 
sions made in this experiment were not 


in accordance with normative decision 


rules. These fixations^appear to be 


environmentally induced and not a result 
: of exposure to accounting courses. Sub- 


jects who had not been exposed to for- 
mal accounting training.used decision 


- rules which were not normatively ‘‘cor- 
rect" about half the time. Furthermore, - 


older subjects, who presumably have 


experienced more exposure to the institu- 
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tional environment, were significantly. 


less likely to make sales-price-based deci- - 
sions. The implication of these results - 
may be that economic institutions which 
use accounting data for everything from 
taxation to job evaluation, may cause a 
fixation phenomenon in a substantial 
portion of the population. Accounting 


. training does not seem to affect this fixa- 


tion. The price of these fixations could 
be suboptimal decision-making behavior 


‘by society's participants, which . may 


exact a high price in terms of an effi- 
ciently functioning economy. Additional ` 
research is needed to either. confirm or 
deny this effect. 

Perhaps the most significant results of 
this research are the high percentage of 
income. users in the sample population 
and the relationship between age and ` 
cost- or income-based decisions. Future: 
research should attempt to understand | 
why people make income- and cost- ` 
based decisions, and what environmental 


Influences seem to encourage these 


phenomena. | 
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APPENDIX 
CERTAIN SCENARIO 


You have just been informed that you have been mentioned in a distant relative? s will. 
The terms of the will are that you are to have the choice between two items. Both items 
are durable goods that are commonly available. Each item was purchased by your rela- 
tive at the same time. The amount listed as ‘‘ Purchase Price" is the amount your relative 
actually paid for the item. The executor of the estate has agreed to buy back any item if 
you choose to sell He will pay you the amount listed as ‘‘Sales Price," which is the 
appraised value of the item and approximately what you could sell the item to others 
for. The relative’s estate will pay any taxes that are due. You will receive the item you 
choose immediately after you make your choice. On the basis of the information - 
presented in each of the following 18 cases, please indicate which item, A or B, you 

choose to receive. 

If you have any d about this questionnaire or the instructions for its comple- 
tion, please ask. ` 


UNCERTAIN SCENARIO 


You have just been informed that you have been mentioned in a distant relative's will. 
The terms of the will are that you are to have the choice between two items. Both items 
are durable goods that are commonly available. Each item was purchased by your rela- 
tive at the same time. The amount listed as ‘‘Purchase Price"! is the amount your relative ` 
actually paid for the item. The amount listed as the **Sales Price" is the appraised value 
of the item which is approximately what you could sell the item for. The relative's estate 
will pay any taxes that are due. You will receive the item you choose immediately after 
you make your choice. On the basis of the information presented in each of the . 
following 18 cases, please indicate which item, A or B, you choose to receive.’ 

If you have any questions about this questionnaire or the instructions for its com- 
pletion, please ask. | 


EXAMPLE OF A CHOICE AT 10% MATERIALITY LEVEL 


Purchase EE Purchase 
|. Price | Ce - Price 


| 93, : $3,850 ` $3,500 


Please place an X next to the ITEM you prefer. 





ITEMA — ~~ ITEM B 


472 . The Accounting Review, July 1986 
MODIFIED LARCKER LESSIG QUESTIONNAIRE 
Please circle the number indicating your agreement with these questions. 


Completely | Completely 
Disagree Neutral Agree 


A. It would be difficult for me 
to choose àn item without the | 
purchase price information. 1 2 3 4 5 6 7 


B. It would be difficult for me 
to choose an item without the | 
sales price information. ] 2 3 4 $5 6 7 


C. Iused only the purchase price 
information to make my decision. I- 2 3 4 5 6 7 


D. I used only the sales price 
information to make my decision. 1 2 3 4 5 6 7 


E. I used both the purchase price 
and the sales price information 


to make my decision. l 2 3 4 5 6 7 
Are you a graduate student? - | yes no 
Are you a business major? yes no 
Have you ever taken any business courses? yes . no 
Have you had a full time job for one year yes no 
or longer? 
Have you filed tax returns that you have yes no 


prepared yourself? 


Circle the accounting courses, if any, you . 240 24] 510 610 517 


have taken (or the equivalent). 609 616 605 851 608 
| others 
Circle the finance courses you have taken . 478 624 others 


(or the equivalent). 
Age 
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Intra- Year Trends in the Degree of 
. Association Between Accounting | 
_ Numbers and Security Prices 


Senyo Tse, 


- ABSTRACT: This study uses two representative cross-sectional valuation models to examine 
trends in the explanatory power of given sets of financial data for security prices. The primary 
objective is to examine joint hypotheses on the validity of valuation models and the manner in 
which financial statement data are assimiláted into the information set reflected in prices, and 
subsequently replaced by other data. The observed trends support the informativeness trend 

. hypotheses, suggesting that the valuation models studied capture important elements of the 

. Security pricing relationship. An examination of intra-year movements showed substantial 
variation: around the trends, suggesting the presence of temporary influences on model 
explanatory power. Possible explanations for these phenomena are offered. 


WN HIS paper examines empirical 
T hypotheses on the relationship be- 
tween the age of accounting. data 
and the relevance of the data for.explain- 
ing security prices. This aging hypothesis 
asserts that accounting information is 
increasingly reflected in prices as the 
reporting date approaches; after the 
reporting date, the data become less and 
-less relevant for explaining security 
prices. In addition to providing. direct 
evidence on this issue, the study also 
sheds light on some properties of valua- 
tion models. 

Considerable interest in the relation- 
ship between security returns and account- 
ing data was generated by the results in 
Ball and Brown [1968]. Their results 
-= showed that (unexpected) changes in 
firms’ earnings are accompanied by 


and with the earnings announcement. 


Ball and Brown's analysis was designed 
to examine the relationship between devi- 
ations of earnings from expectations and 


. firm-specific security price adjustments. 


corresponding unexpected. returns as 


measured by the market model. The 
results also suggested that essentially all 
of the price movement occurred before 
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Their results provide only indirect evi- 
dence on the nature of the relationship 
between security prices and accounting 


! Some recent studies suggest that the adjustment of 
prices to accounting information is not instantaneous. 
The post-announcement drift phenomenon for quarterly ` 

earnings has been studied by GE authors. See Rendle- 
man; Jones and Latané [1982]. 
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(particularly earnings) information and 
the way this relationship changes over 
time. This study examines this issue 
directly by focusing on the security valua- 
tion relationship and its development up 
to and after the annual statement publica- 
tion date. The set of annual financial 
statements would be expected to be most 
relevant for explaining security prices at 
about the report publication date. At this 
time the information is fairly current and 
is publicly available. Prior to this point, 
the information may not be fully reflected 
in prices; after publication, the informa- 
tion would become obsolete with the 
arrival of new information and should 
gradually lose relevance for the explana- 
tion of security prices. 

A number of recent studies have exam- 
ined accounting issues using cross-sec- 
tional valuation models. These studies 
include Bowen [1981], Beaver and Lands- 
man [1983], and Daley [1984]. This paper 
attempts to extend valuation model 
research by.examining trends in the de- 
gree of association between accounting 
information and security prices in periods 
up to and subsequent to the disclosure of 
financial statement information. The 
results are useful in determining whether 
valuation model explanatory power be- 
haves in an intuitively appealing way, 
regardless of the behavior of model 
coefficients. 

The renewed interest in valuation 
models suggests a need to examine the 
properties of the models in order to 
assess their appropriateness for examin- 
ing various specific accounting issues. In 
questioning the relative paucity of cross- 
sectional valuation studies, Lev and 
Ohlson [1982, p. 306] emphasize that the 
usefulness of the cross-sectional valua- 
tion approach depends on the construc- 
tion of credible stock valuation models. 


One of the most important ànd basic 


characteristics of a valuation model is its 
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explanatory power. Obviously, for a 
model to: be credible, it must provide 


non-spurious explanation of the variable 


of interest. More importantly, changes 
in model explanatory power over time 
can offer important clues about model 
validity. This study provides some evi- 
dence on the validity of cross-sectional 
models; if the models’ explanatory 
power behaves in an intuitively appeal- 
ing manner over time, it would suggest 
that the models represent pricing rela- 
tionships in a substantive manner. 

The properties of valuation model 
explanatory power are also of practical 
importance in estimation. Valuation 
models are typically estimated after 
deflation by such variables as book value 
to reduce heteroscedasticity. However, it 
has been argued that this procedure may 


. lead to induced correlation and spurious 


inference, since the deflating variable 
appears on both sides of the equation. 
For example, Beaver and Landsman state 
[1983, pp. 77-78]: 


Using a common deflator on both sides 
of the regression equation can lead to 
biased regression coefficients and an R? 
that reflects the cross-sectional differ- 
ences in the deflator as well as the rela- 
tionship between the undeflated depen- 
dent and explanatory variables. 


While Beaver and Landsman were pri- 
marily concerned with comparisons of 
regression equations estimated with dif- 
ferent deflating variables, the issue of 
induced correlation is an important one. 
This paper provides a test of whether 
deflation-induced spurious correlation 


` threatens valuation model validity. If in- 


duced spuriousness is predominant, then 
the observed explanatory power should 
remain the same at different times, as 
long as the deflating data are unchanged. 
On the other hand, if the observed corre- 


 Tse 
lation is not spurious, one would expect 
to observe a progressively weaker associ- 


ation between prices and a given set of ` 


accounting data with the passage of time 
from the reporting date. 

Although it is hypothesized in this 
paper that the primary cause of changes 
in the explanatory power of a given set 


of financial data for security prices is the . 


age of the data, it is likely that there are 
other influences as well; overall model 
explanatory power may change in re- 
sponse to events that affect large groups 
of companies. For example, in a period 
of uncertainty about interest rates, ac- 
counting data may be of reduced impor- 
tance in comparison to firms' degrees of 
sensitivity to interest rate changes. At 
such times, valuation models may show 
reductions in explanatory power for rea- 
sons unrelated to. the aging of data. Al- 
though the influences of economy-wide 
events on security prices are quite com- 
plex, the existence and effect of such 
influences can be detected by studying 
specific price histories both as pre-report 
and post-report price series for suc- 
cessive financial statements. Changes in 
valuation model estimates over time have 
long been of concern to. researchers. 
However, such year-to-year changes re- 
sult from changes in both the set of prices 
and in accounting data. The examination 
of chànges in model properties resulting 
solely from price changes may be useful 
for understanding long-term changes in 
models. From this perspective, the docu- 
mentation of non-aging influences on 
model explanatory power is a useful step 
in the study of causes of changes in 
model estimates over longer periods. 

In the-next section the method used to 
examine the suggested relationships is 
discussed. The results are presented in 
the section after that, and some conclud- 
ing comments are made in the last sec- 
tion. ) 
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RESEARCH METHODS 
The Security Valuation Models 


Although there is little agreement on 
the correct formulation of the. security 
pricing relationship, most models used in 
the literature express price as a function 
of earnings, growth, and risk. The model. 
is typically deflated by the book value of 
equity or of assets. The empirical formu- 


-lations of the models are therefore more 


closely related than their origins would 
suggest. A representative and widely 
used model was proposed by Litzenber- 
ger and Rao (LR) [1971]. This model and 
derivative versions have been used in 
such studies as Dukes [1976], Foster 
[1977], Bowen [1981], and Daley [1984] 
and forms the basis for one of the two 
models used in this study. To assess the 
generality of the results outside the LR 
framework and to evaluate the role of 
earnings information in particular, the 
estimation was also performed using a 
model in which earnings was the only 
explanatory variable. The similarity of 
the results obtained suggests that the 
phenomena are manifested in the most 
basic (price-earnings) valuation models. 

Details of the derivation of the LR 
model can be found in Litzenberger and 
Rao [1971] and Bowen [1981]. LR derive. 
their model by combining the Sharpe- 
Lintner-Mossin capital asset pricing 
model (CAPM) for the valuation of non- 
growth ‘‘normal’’ earnings and the 
Modigliani-Miller (MM) model for the 
valuation of the growth component of 
expected earnings. 

The authors express the price of the 
firm as 


AB,(r; —R) 


MERE 7s 


where 
P,=firm market value, 
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E;=current period accounting earn- 
ings, 
S5, —standard deviation of account- 
ing earnings, 
change in book value of total 
common stock (growth), 
R;=Required rate of return of 
ay investment, 
=Rate of return on new invest- 
- ment, and 
&,=T, number of years over which 
above-normal returns on new 
investment are expected. 


AB,— 


A modified version of the LR model is 
P,= o, E; + af; t Q3 A BT; -+ QAB.. 


This formulation uses the CAPM 8 in- 
stead of the standard deviation of earn- 
ings. The former is more readily com- 
puted and is a well-motivated measure of 
risk. The growth expression is also 
broken up into a component related to 
the firm's recent rate of return (r) and 
one that reflects the rate of book value 
growth only. 

The coefficients œ above correspond 
to identifiable quantities: 


o, —1/l I —risk-free rate of return; 


am DD ky some k>0, where 
m denotes a market A 

EECH T and R are as- 
sumed to be common to all firms; 
and 

P MN 

à (+R) ` 


Given the simplifications used in the 
derivation of the model and measurement 
of the variables, only a rough corres- 
pondence would be expected between the 
theoretical and the estimated coeffi- 
cients. 
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Other researchers have arrived at simi- 
lar formulations using alternative ap- 
proaches. These include Beaver and 


—. Landsman [1983], whose variables in- 


clude earnings, CAPM DG and earnings 
or book value growth. To provide bench- ` 
mark results for a more straightforward 
model, estimation results for a model 
without the earnings growth and risk 
measures are also presented. Both 
models were deflated by the book value 
of common equity to reduce heterosce- 
dasticity.? Alternative deflating variables 
are sales and total assets. 

The above considerations led to the 
derivation of valuation models expres- 
sible as 











Model 1: 
ceste. x Tu 
Model 2: 
Li santon B, T 0228; 
+ Q3 xx + O4 2 | T Us 


The variables were computed as. 
follows: 


P,/B;=current ratio of market value 
to common equity for firm, 
. E,=current accounting earnings, 
DB;— estimate of CAPM beta from 
60-month regression of firm 
returns on market returns, 


? Deflation resulted in a substantial reduction in 
heteroscedasticity. Under the Goldfeld and Quandt 
[1965] test, the hypothesis of homescedasticity in the 
undeflated version of model 2, based on prices at the end 
of March each year, was rejected at less than the .01 level 
in all the periods studied. After deflation, the null 
hypothesis could not be rejected at the .01 (.05) level in 
six (3) Of the ten years studied. 6 is included as an unde- 
flated variable in the regression equation (model two). 
All the variables in the equation are therefore scale- 


independent or ratio measures. 


Tse 


479 


TABLE | 


DISTRIBUTION OF WALL STREET JOURNAL EARNINGS ANNOUNCEMENTS BY Monta: 
j 100-FIRM RANDOM STIS l 


. Announcement Month : 1971 


January ` 
Februaty 
March 

April 


Sample Size 100 


AR =four- -year average of the 
growth of common equity, 
and 

a, = three-year average of return on 
common det ch | 


Measurement of T Trends in oina 


Power. 


To evaluate the Eege Gem 


hypothesis, this research evaluates the 
trends in explanatory power for the valu- 
ation models described above. The main 


measure of interest was the coefficient of 


determination (R?). The question posed 
was: how does the coefficient of deter- 
mination, measured for a given set of 
financial data, change as the set of data 


is used in. explaining prices at PMID 


times? 
A survey of. annual: earnings an- 
nouncement dates in The Wall Street 


Journal indicated that almost all such - 


announcements for December 31 year- 
end companies are made by the end of 


March. The timing of earnings an-- 


nouncements in the years 1971, 1976, 


and 1980 as recorded in The. Wall Street. 
Journal Index is shown in Tape 1 for 


Year 
1976 1980 
30. 31 
54 57 
15 IO - 
1 "WE 
100 100 


random samiples of 100 firms with De- . 
cember'31 year-ends.. Since one could: 
generally be certain that most com-. 
panies' financial results had at least been 
released (if not reflected in prices) by the 
end of March, it was. decided to use: 
March 31 as a cut-off. date. Thus, to 
examine the trend in the explanatory 
power of, sáy, December 1978 data be- . 
fore the balance sheet date, the series of 
month-end prices from January 1978 to 
March 1979 was studied. To examine the 


. trend after the statements were issued, 


the series of month-end prices from 
January 1979 to March 1980 were exam- 
ined. Under the hypotheses presented in 
this paper, we would expect a positive 
trend in explanatory power before the 


‘March 1979 date and a negative trend for ` 


the January 1979 to March 1980 prices. 
The pre-report and post-report periods 
for the December 1978 ‘financial state- 
ments are shown below:? 


3 The measurement periods overlap in the January to 
March period, Essentially the same results are obtained if 
January to December or April to March measurement 


. periods are used for both the pre-report and the post- 


report penom: 
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| Pre-report period 
January 31 |, January 31 .. " March 31 WË March 31 
. 1978. n 2 +1979 1979 "XU. . 1980 
. Post-report 


The estimation was based on the series 
of month-end prices over. the period - 
January 1971 to March 1981. This. per- ` 


 mitted the examination of trends over 


nine pre-report and ten. post-report - 


periods. ` 


To examine the direction and strength : 


of trends in explanatory power in the 
periods examined, a regression was run 
based on the coefficient of determina- 


tion (R?) with-time in months since the 


balance sheet date (age of financial state- 


ments) as. the. explanatory variable. In 


the above example, January 1978 would 


be month one ‘in the pre-réport period. 
(March 1979 —-month 15) and January 


1979 month one in the post-report period 


(March :1980 = month 15). R? could not. 


be used in the’ regression. (if the regres- 


sion statistics were to be interpreted. 


. easily), since this variable is not normally 


distributed. An approximately. normally 


distributed: variable: z was obtained. by 


.making the following : transformation | 


(see Harnett. [1975, pp. 401-403). 
Z= log. alt —R)}. 


z was thea use: in a » regression of the 


Z= yor it bey 


where t= time in months. : ; 
The validity of the above test- depends 


` on the appropriateness of the parametric — 
. assumptions made. Additional tests are 
conducted using distribution-free meth- 
ods. The primary hypotheses posit mono- 


. tonic increases and decreases in model 
explanatory power.in the pre-report and 


period 


post-report periods, respectively. This | 
can be examined directly using the rela- 


tive rank of each. month's R* in the 


15-month pre- or post-réport.seriés. The . 
Spearman rank. correlation coefficient _ 

between R? for the month and the month - 
index (January — 1, March of the follow- 


ing year—15) measures the systematic 
trerid in the : series of model oe l 
power. | 


MEASUREMENT kus THE COEFFICIENT B 
OF DETERMINATION | od 


. The first i issue examined i is the appro- 
priateness of the R? measure. This mea- 


Sure was chosen primarily because itisan.- 
intuitive measure of the model's success 


in explaining variations in the dependent ` 


variable. The discussion below provides ` 
. further motivation for expecting R? to ` 


measure changes in the relevance of a 


given set of accounting. data . for the 


explanation of prices. - | | 
J Atany point in time prices are ded 


to reflect all publicly available informa- . : 


tion on each company. Furthermore, itis - 
assumed that information arrives in the. ` 


public domain continuously, and that the: 


set of information at any time includes 


the.sets of information. at earlier times. . . 
-Denote (all) the information relevant to - 


the formation of prices at time t by X: - 
P,= Kg X Ol + Eps . | | Ed | 


- At time st, we have l 


P, e X0, 6; | 


. where we assume that ` 


Tse 


(1) X, and X, are comprised of differ- 
ent values of the same variables 
(e.g., earnings in a one-variable 

. model), — 
(2) go for all t, and 
(3) Var (P,) is constant for all t. 


X, can (trivially) be decomposed into a 
component in the same linear space as X, 
Za and a component A, with vectors lin- 
early independent of X; 


Z,—X,(X; X)'X; X, 
A, (I1— X.CGX? X) ^ X7) Xs 


Let 8, = AAs, assumed to be independent 
of €. 

Now compare regressions of P, and ge 
respectively, on Xe 


KOR 
P, = Out €, 





€; €, 
R? .=1— Se ok 
P, P, 
^ ^ 
P,=X, 2 JN 
' e é* 
Ke I Pants T3 7n X 
D P;P, 


where R}.,=coefficient of determina- 
. tion for prices at time j based on infor- 
mation set at time k- 


| € -&6t6, ` 
P,-P,-E(Pj) 


Since A, is not in the same linear space 
as X, the error term is augmented by the 
additional term ô.. 

By assumption, the terms 6, and e, in 
€ are uncorrelated; and P/P,— P} P. 
Consequently the regression of P, on X, 
yields a lower coefficient of determina- 
tion than does the regression of P, on X. 
More precisely, 
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e? 
lim R2,21— ———— 
plim l var (P) 
0? 4- var(o;) 
Ricqpelc c 
Bee 


and we have? plim R2,» plim Ri, 

The preceding analysis outlined plausi- : 
ble circumstances under which it may be 
reasonable to expect lower explanatory 
power for a given set of financial data at 


points in time other than the data release 


date. But what about the relative levels of 
explanatory power for two sets of prices 
at different points before or after the 
financial reporting date? It is conjectured 
here that the information reflected in 


.prices becomes increasingly different 


from a given set of financial statements 


with time from the reporting date. For 


measurement purposes, 6, for successive 
points s becomes a metric of this differ- 
ence. It is assumed that AA, the sum of 
the squares of elements of 6,, increases 
with time (in either direction). Since 6,= 
A0, this appears to be a reasonable 
assumption. 

. The above discussion suggests that the 
coefficient of determination is a réa- 
sonable index of changes in the degree 
to which given sets of information are 
reflected in prices. A second measure- 
ment issue concerns the use of a deflating 
variable. While the discussion above was 
phrased in terms of prices, the model esti- 


mated was deflated by book values of 


common equity. The deflation is to reduce 
heteroscedasticity and essentially weights 


the observations on the basis of (a proxy 


for) their error variances. Although the 


issue of spurious correlation has been 


^ Note that the assumption of zero correlation among 
the terms in e; is not the weakest assumption possible. 
All that is needed for R2,» R2, given constant price 
variance, is var(e,) +2 cov(,, e) 0. 
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. raised regarding deflation, it would seem - 


| to be moot given the documentation of 


relationships between accounting vari-. 


ables and prices. In any case, itis not clear 
how relevant this argument is in the com- 
parison of coefficients of determination 
from two regressions that are deflated by 
thesame set of deflators. To confirm this, 
trends in explanatory power were re-ex- 
amined based on two measures of average 
deviations of actual from predicted 
prices: 


Measure 1: 
le |Ê-P:| 
UE 
Mi= 2 p, 
Measure 2 
N ^ 
is] P, 








where P,= predicted price for firm i, 
and . 
Ne - number of firms in sample. 


M1 is dinis the absolute deviation of 
the predicted dependent variables retrans- 
formed to prices, while M2 is designed to 
be independent of which variable (pre- 
dicted or actual price) is in the denomina- 
tor. These measures would be expected to 
decline in the pre-report period and 
increase in the post-report period. The 
measures were compared with.the R* 
measures for selected periods, and the 
two approaches were found to- yield 


similar results. For the sake of brevity, ! 


only the R? results are presented in this 
paper. : 


Other Measurement Issues 


An important issue is raised by the fact 
that the stock market has different levels 
of volatility or price variance at different 
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times. This may be theresult of economy- 
wide events which affect the valuation . 


relationship temporarily. Examples are 


events that lead to broadly based bull or 
bear markets. Consequently, there may 
be variations in the strength of the valua- 
tion relationship over time solely because 
of variations in market-wide volatility. 
Such changes could be unrelated to the 
trends in explanatory power. resulting 
from the aging of information and could . 
potentially obscure such relationships as 
may exist. . 

A related issue is that there may be val- 
uation-relevant data from sources other 
than accounting statements (e.g., macro- ` 


economic data) in the course of the year. 


Such data could overshadow companies’ 
financial. characteristics and thereby 
reduce the explanatory power of the 
accounting data at various times. This 
could obscure trends related to the aging 


of accounting data. For example, it is 


possible that in times of high interest rates 
and unavailable credit, the valuation 
model’s explanatory power would decline. 
Companies’ prospects—and indeed their 
chances of surviving the crisis—are likely 
to be more closely related to their liquid- 


ity and financing prospects than to past 


growth or current earnings. However, if 
conditions improved, the valuation 
model variables could become the key 
valuation-relevant variables again, and 
one. would observe a recovery in model 
explanatory power related more to tem- 
porary conditions than to the aging of 
data. As mentioned, the presence of such 
temporary influences on prices can be 
examined by comparing specific price 


. Series as pre- and post-report data. Tem- ` 


porary trends should affect both series 
similarly, but be superimposed on oppo- 


5 These measures were suggested vs James Ohlson in 
private communication. 
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TABLE 2 
SUMMARY OF SAMPLE STATISTICS—Post-REPORT SAMPLE 


P/B E/B 

December ——— 0 —— 0 ——— 
31 H g H g 7 
70 2.12 1.77 .09 08 1.2 
71 2.25 2.12 .09 06 1.2 
72 1.89 2.12 il .05 1.2 
73 1.42 1.43 .12 05 1.3 
74 1.19 1.13 .12 07 l.1 
75 1.40 1.03 Al 07 1.1 
76 1.24 79 13 06 LI 
77 1.26 .70 .13 06 1.2 
78 1.19 KC 14 07 1.1 
79 1.11 .82 .15 08 1.2 

Notation;  u—mean 


o-— standard deviation 

P=market value of firm 

E- current period accounting earnings 
f— estimate of CAPM beta 

w=rate of return on equity 

B=book value of common equity 


QO Lët O ND ND an CN aA ra 
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AB/B JAB.s/B Sample 
—————— 0 ——— . Size 
c H Ü B o N 
dl 13 13 .017 022 371 
43 13 15 016 022 393 


35 12 l1 .017- 019 406 
38 12 10 017 019 397 
36 12 II .018 021 401 
38 12 10 .018 020 414 
37 13 10 .020 019 424 
42 15 11 .025 024 420 


AB- 4-year average of growth of common equity. 


site aging Genie The presence of these 


influences is studied below. 


Onereason why the hypothesized trend © 


could be weak or absent is that some of 
the valuation model explanatory vari- 
ables are based on several years’ data. 
The effect of any given year's financial 
statements is therefore not as powerful as 


it could be, since the annual data are only 


a single set of observations in the compu- 
tation of averages. Any effects of this 
phenomenon should be more pronounced 
in model two than in model one, in which 
current net income is the sole explanatory 
variable. In spite of these potential prob- 
lems, the results obtained showed definite 
pre-and post-report trends in virtually all 
the periods examined. 


Sample Selection 


The estimation Was based on financial 
statement data for the years 1970 to 1979. 


The most important selection criteria 
were: 


1. December 31 — 

2. Non-financial company 

3. New York Stock Exchange and 
COMPUSTAT listings | 

4. Five-year history of data on 
COMPUSTAT. 


The year-end criterion was imposed to 
facilitate comparison of firms with finan- 
cial statement data that are of about the 
same age. Financial companies - were 
excluded from the sample because of 
major differences between such compa- 
nies’ characteristics and those of other 
companies. The five-year criterion was 
imposed because the computation of the 
growth and security risk (8) variables 
required several observations. 

In addition to the above criteria, com- 
panies with valuation model variable 
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TABLE 3 l 
TRENDS IN EXPLANATORY POWER: 15-MONTH Post-REPORT PERIOD JANUARY TO MARCH: 
| MODEL | 
1 P, NE 
UNADJUSTED R? FROM MODEL Biot oe tuu 
i io 

1971 1972 1973 -1974 1975 1976 1977 1978 . 1979 1980 

Observations 371 39 .— 40 ( 49 340 . 397 401 44 44 42 

Jan .338 .406 445 .369 KE 350 74 . — .365 .399 276 

Feb . 4.329 .401 424 KO .269 353 442 . .375 .386 261 

Mar . 319 KA 19 . .382 268 .348 .437 377 KE 304 

Apr All .391 .416 379 270 348 452 396 385 ^ .306 

May |... 309 .378 -398 -372 271 e) 459 381 369 315 
Jun Sil KO .383 369 273 375 455 ©  .374 .348 281 | 

Jul 317 376 .383 372 284 .361 439° 346 .366 Ku 

Aug .321 -378 -384 .360 .292 .356 ,428 349 365 270 

Sep 318 377 393 368 .302 360 412 343 332 .241 

Oct .319 -365 376 330 . .283 El .412 .361 .326 247 

Nov _ 310 EE 343 329 271 374 .418 352 352 247 

Dec KIK 357 325 330 ` .282 .388 415 351 268 252 

Jan :293 349. = 325, 369 .284 .405 .389 342. ^ .245 .255 

Feb -289 .342 > .330 -362 .284 .406 393.334 .210 257 

Mar 287 334 317 365 277 .405 393 AI9 ..257  — .256 


- characteristics that differed markedly 
from those of theremainder of the sample 
were eliminated. An analysis of residuals 
in preliminary research showed that such 


companies were not described well by the | 


model. The selection limits were deter- 
mined from the preliminary analysis and 
were applied uniformly in all years. This 


only resulted in the elimination of ` 


between four and 13 companies in each 
year out of an average annual sample of 
approximately 410 firms. A number of 
companies were eliminated in more than 
one year: overall, 30 companies were 
eliminated at least once in the ten-year 
period studied. Moody's Investment 
Handbook was examined for the elimi- 


nated companies, and any unusual cir- . 


cumstances were identified in each case.? 

Between 360 and 430 firms with Decem- 
ber 31 year-ends satisfied the data avail- 
ability criteria for each year. The compo- 
sition of the sample changed depending 
on whether pre-reporting or post-report- 


ing price series were being examined. 


- However, the sample characteristics were 


similar in both cases. Sample statistics 
are presented in Table 2 for the post- 


report sample (with prices for the month 


of March). 
RESULTS OF ESTIMATION" 


Valuation model coefficient estimates 
for March 1971 to 1980 are reported in 
Tables Al and A2 of the Appendix for 
both models. With the exception of the 
coefficients of 8, the estimates are of the 
predicted signs and approximate magni- 
tudes. The model estimates are consistent 
with those obtained in previous research. 


Intra- Year Trends: Post-Report Period 


The first estimation exercise performed 
was an examination of the behavior. of 


€ Examples are high losses and negative growth for 
Twentieth Century Fox in the early 1970s and the 
amortization of L1011 Tristar start-up costs for Lock- 
heed in the mid Lois, - 


the month-end valuation model over the 
15-month period extending from January 
of.the period following the financial 
statement period. to March of the suc- 
ceeding period. The objective was to 
characterize the behavior of the valuation 
models from a point prior to the publica- 
tion of financial statement information 
through the release and aging of the 
information up to the point where it is 
replaced—or supplemented—by a new set 
of financial statements. A. priori, we 
would expect the highest level of associ- 
ation with prices at the point of informa- 
tion release, and we would expect a de- 
cline as the information in the statements 
became obsolete. | 

The estimation was performed for 
models 1 and 2. Thetrends in explanatory 
power are summarized in Tables 3 and 4. 
Note that the estimation was based on 
financial statements for the years 1970 to 
1979. Post-report price series therefore 
begin with.the January 1971 to March 
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TABLE 4 
TRENDS IN EXPLANATORY POWER: 15-MONTH Posr-REPORT PERIOD JANUARY TO MARCH: 
.Mopz 2- 
UNADJUSTED R? FROM MODE mima dur +0228; 05 AB = +a AB iu, 
| B, B, B, B, 

| 1971. 1972 1973 1974 1975 1976 1977 1978 1979 1980 

Observations 371 393 — 406 429 — 406 39 240 44  À 24A 4 
Jan 476. .504 .528 .495 443 494 541 ` Aen .468 329 — 

Feb 469 .S02 .509 491 . 439 - 502 526 459 AS2 Ku 

Mar 459 .499 .504 .498 449 492 515 .460 .453 `  .366 

Apr ^. 4S0 - 500 494 491 454 494 © 523 A77 A55 Kit 

` May 451 .490 476 476 454 516 525 458 432 375 
Jun 447 493 — 458 474 447 512 520 452 408 .340 

Jul . . 447 | .482 EN .465 A68 447 . ..496 `>  .500 .417 425 321 

Aug | 448 488 .463 45] 449 482 483 ^ .421 420 314 

Sep .448 .485 472 460 .. .456 485 474 417 377 281 

Oct 447 . .489 ^| ..451 428 450 483 480 427 368 293 

Nov 432 495 409 .433 A49 497 487 409 341 298 

Dec (431 489. 387 44) 452 511 485 . i 295 302 

Jan |o 4.417 477 .385 A73 457 524 465 402 272 306 

Feb , ` 411 465 390 .466 461 517 461 .399 234 311 

Mar A09 439 - :372 464 451 504 452. .389 291 303 


1972 series (1971 data in Tables-3 and 4) 
and end with the J anuary 1980 to March 


i 1981 series (1980 series in the tables). - 


Although a trend in the models? explan- 
atory power is not evident in all of the 
years studied, closer examination reveals 
that there is often a pervasive negative 
trend in explanatory power over the 
15-month periods studied. To investigate 
this question, a regression was run based 


on the transformed coefficient of deter- 


mination, z: 


T Z= Yot yit t € : 
where £-time in months. 

The results of the estimation are 
shown in Table 5 

` The results offer strong support for the 
hypothesis of declining explanatory 
power for a given set of financial state- 
ments with the passage of time. Eight of 
the ten annual time coefficients are nega- 


. tive for each of the models, with only 
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TABLE 5 


ESTIMATION OF TRENDS IN EXPLANATORY POWER OF VALUATION MODELS: 
JANUARY TO MARCH OF SUCCEEDING YEAR 


Post-Report Period 


Coefficient i 
Year of Time* t-Statistic 
Model 1 
. -1971 — .007 —4.87 
1972 — 012 — 13.54 
1973 —.023 = 13,19 
1974 — 005 —2.11 
1975 003 1.82- 
1976 O11 6.01 
1977 ~ .014 — 7.83 
1978 — 010 — 5.04 
1979 — 033 — 9,44 
1980 — .009 -—-2.99 
Model 2 
1971 ~ 011 ~ 10.65 
1972 — .007 —5.67 
1973 — 029 ~ 12.97 
1974 ~ .010 —3,29 
1975 Die 2.96 | 
1976 003 1.23 
1977 — 016 ~~ 10.44 
1978 — .015 — 7.68 
1979 e 042 ~ 10.48 
1980 — 011 —~2.95 
110%) 1.77 - 
t(5%) 2.16 
t(1%) 3.01 


* This is the estimate of y, in the regression z, —,-- yit e, where z —transformed R? from Tables 3 and 4, and 


t -:time in months. i 


1975 and 1976 displaying positive drifts in 
explanatory power. Six of the negative 
coefficients in model one are significant 
at the one percent level. The model two 


results show seven of the nine negative 


. coefficients to be significant at.the one 
percent level. The positive coefficient for 
1975 is statistically significant at the five 
percent level in model two, while that for 
1976 in model one is significant at the one 
percent level. Neither of the remaining 
positive coefficients is significant at the 
five percent level. These anomalous results 
are further examined below in the com- 


parison of the pre- and post-report peri- 
ods. The regression results above are cor- 
roborated by the rank correlation tests, 
reported in Table 6. The parametric and 
the distribution-free tests give similar 
results for the direction and strength of 
explanatory power trends. | 

In light of the above results, it appears 
reasonable to conclude that given sets of 
financial information become less rele- 
vant for the explanation of security prices 
as time passes—that is, information 
appears to age and become obsolete. This 
result is interesting in its own right, but 
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TABLE 6 
SPEARMAN CORRELATION COEFFICIENTS (ol BETWEEN R? IN PosT-REPORT PERIOD AND MONTH INDEX 


Model 1 Model 2 ` 
Significance Significance 
0 ' . Level* 0 Level* 
1971 prs (69) . | 005 . (.96) «;.001 
1972 (.98) <.001 (.84) <.001 
1973 ` (.96) <.001 -  (.96) «.001 ` 
1974 (.67) .007 (73) ` .002 
1975 ; 56 | .03 Di .02 
1976 85 <.001 36 19 
1977 (88 « .001 (.92) « .001 
1978 (.81) <.001 (.90) « .001 
1979 (.95) < 001 (.96) « .001 
1980 (.67) .007 (.69) .004. 
* Test of hypothesis o=0 against alternative ọ #0. | 

TABLE 7 l 
TRENDS IN EXPLANATORY POWER: 15-MONTH PRE-REPORT PERIOD JANUARY TO MARCH: 

MODEL 1 


' E, 
UNADJUSTED R? FROM MODEL P. = O19 + Quim Uu 
- : ri 


1971 1972 1973 1974 


Observations 369 384 388 


382 
Jan .380 .485 347 159 
Feb 379 477 KEY .163 
Mar: Kg 484 .335 .173: 
Apr ` .389 .486 344 181 
May . .390 .483 332 - .181 
Jun 389 A89 .326 .187 
Jul .407 489  . 337 214 
Aug 428 484 - .339 222 
Sep 434 ` 47N KE) 
Oct A42 471 355 251 
Nov: 439 485 326 255 
Dec 438 .472 .321 .263 
Jan .420 464 355 .268 
Feb 412 443 .354 .262 
Mar 409 438 .366 .261 


in addition provides some support for the 
use of the level of explanatory power of 
a valuation model as a rough measure of 
the information content of the explana- 
tory variables used. 


B, . B 


1975 . 1976 1977 1978 1979 


374 372 390 405 405 
264 4355 329 . .336 230 
260 361 310 348 238 
273 371 315 379 . 247 
282 377 EE 400 273 
297 391 .363 403 281 
311 412 370 413 303 
330 42 279 420 310 
341 423 384433 324 
357 428 386 420 318 
344 424 392 433 323 
333 442 405 434 286 
348 458 ` A0 443 275 
350 477 383 444 282 
352 443 395 435 268 


The validity of the above results can be 
evaluated by determining if a correspond- 
ing phenomenon occurs in the pre-report 
period: Do the company’s future finan- 
cial statement data become increasingly 
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TABLE 8 
TRENDS IN EXPLANATORY POWER: 15-MoNTH PnE-REPORT PERIOD JANUARY TO MARCH: 
MODEL 2 
UNADJUSTED R? FROM MODEL P, d asd Gase Las AB in Janri si 
B, 0B. B, B, 

1971 1972 1973 1974 1975 1976 - 1977 . 1978 1979 

Observations ` 369 384 388 382 374 372 390 405 405 
Jan .462 .575 .511 .374 399 415 .435 405 289 
Feb .464 . .573 .496 .370 392 431 416 417 305 
Mar .465 580 .497 2381 417 429 419 451 302 
Apr 473 582 .500 .383- 440 442 442 482 333 
May .474 .579 495 .380 455 462 463 484 339 
Jun 473 .584 .483 .382 464 467 469 495 360 
Jul 49] 588 .490 .390 477 460 .463 493 364 
Aug .508 ,587 493 .394 484 464 .459 511 376 
Sep . 515 KA 502 .408 499 474 459 494 374 
Oct 52) 575 505 408 475 475 A68 501 386 
Nov ; 514 585 471 420 464 SO) .480 501 342 
Dec 517 575 .462 417 487 515 479 507 322 
Jan .502 572. ` 492 444 490 537 .457 504 332 
Feb 406 553 483 439 500 522 .468 494 317 
Mar 492 .548 l A94. 450 487 510 :,469 490 .366 


relevant for the explanation of prices as 
the financial statement date approaches? 
This question was examined next. 


Intra- Year Trends: Pre-Report Period 


This phase of the study was based on 
financial statements for the years 1972 to 


1980—a total of nine years. The estimated. 


coefficients of determination are shown 


in Tables 7 and 8. Regressions of the- 
transformed coefficients of determina- 


tion for the period extending from 12 
months before the balance sheet date to 
three months afterwards wererun on time 
in months (January = month one, balance 
‘sheet date — month 12, March after bal- 
. ance sheet date - month 15). In this case 
a positive coefficient on time would be 
, expected. The coefficients of determina- 
tion were transformed in a manner simi- 
lar to the R? for the post-report period. 
The labeling of the columns in Tables 7 
and 8 is the same as in Tables 3 and 4. For 
example, the 1971 column is based on 


price data for January 1971 to March 
1972. The nine R? series (1971 to 1979) are 
pre-report series for the financial state-. 
ments-for the 1971 to 1979 calendar years. 

Regressions were run of the trans- 
formed coefficients of determination on 
time. The estimation results are reported 


.in Table 9. The results for Model 1 are 


fairly strong—eight of the nine coeffi- 
cients are positive, and six of these eight 
are significant at the one percent level. 
The negative coefficient (for 1972) is sig- 


- nificant at the one percent level. The 


results for Model 2 are fairly similar. Five 
of the eight positive coefficients are sig- 
nificant at the one percent level. The neg- 


. ative coefficient—for 1973—is not signif- 


icant at the five percent level. 

Next, we compare the trends in explan- 
atory power for price series over identical 
periods in the pre- and post-report peri- 
ods. Note that the R? series for, sav, 1971 
are for the same period in Tables 3, 4,.7, 


_and 8, although the samples differ slightly 
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TABLE 9 


ESTIMATION OF. TRENDS IN EXPLANATORY POWER OF VALUATION Monets: 
JANUARY TO MARCH OF. SUCCEEDING YEAR 








Pre-Report Period 





Coefficient 

Year of Time* . t-Statistic 
Model 1 . l 
1971  )- ,010 3.89 
1972 = — .007 —3.93 
1973 ; : .003 1.43 
1974 025 13.66 
1975 .018 7.74 
1976 020 ` 9.11 
1977 .017 6.83 
1978 - 017 6.22 
1979 - 009 i 2.19 
Model 2 

1971 .026 4.40 
1972 | 000 A) 
1973 —.010 |» —86 - 
1974 l . .030 : 6.87 
1975 .040 l 3.66 
1976 052 8.75 
1977 018 220 
1978 ' .040 i 4.09 
1979 — .023 1.74 
3 (10%) 1.77 

(5%) —2.16 

(1%) 3.01 


* This is the estimate of y, in the regression Ley en where z=transformed R? from Tables 7 and 8, and 
t=time in months. 


TABLE 10. 
SPEARMAN CORRELATION COEFFICIENTS (Q) BETWEEN R? IN PRE-REPORT PERIOD AND MONTH INDEX 


Model 1: | Model 2 


Significance - Significance 

@ Level* Q Level* 
1971 07 404 .002 25 C .001 
1972 (.64) .01 (.35) - .19 
1973 36 ` 19 (.41) 12 
1974 97 ` <.001 97 <.001 
1975 : Ku ! . <.001 .87 '" «,001 
1976 95 < .001 95 - «.001 
1977 89 g « .001 .69 ' ,005 
1978 > .90 <.001 Ly B .006 
1979 l .45 , 09 .39 .15 


* Test of hypothesis o =0 against alternative o +0. 
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TABLE 11 


SPEARMAN CORRELATION COEFFICIENTS (o) BETWEEN PRE-REPORT R? MINUS 
Posr-REPORT R? vs MONTH INDEX 


Model 1 Model 2 
Significance Significance 

© Level* 0 Level* 
1971 BO « .001 S7 ` « .001 
1972 58 : 45 ` 10 
1973 1.00 <.001 KI «.001 
1974 .89 « .001 .92 « .001 
1975 1.00 <.001 83 <.001 
1976 -70 e DM .98 «.001 
1977 1.00 <.001 .99. <.001 
1978 .96 « .001 .96 « .001 
1979 94 <.001 Ko <.001 


* Test of hypothesis o =0 against alternative o #0. 


from the pre- to post-report periods. The 
comparison indicates a dramatic reversal 
of estimated trends from the pre-report to 
post-report periods, and provides addi- 
tional support for the hypotheses. 

Results of tests based on the rank cor- 
relation between R? and the month index 
are shown in Table 10. As with the post- 
report data, these results are similar to the 
regression results for the corresponding 
periods. - 

In view of the trend reversals and of the 
overall levels of statistical significance for 
the drift coefficients, it appears reason- 
able to conclude that the results support 
the proposed hypothesis; financial state- 
ment data appear to become increasingly 
relevant for the explanation of security 


prices as the financial statement date 


approaches and appear to become less 
and less relevant thereafter.’ 


A Comparison of the Pre- and Post- 
Report Periods 


The above results indicate pervasive 
trends in model explanatory power in 
both pre-report and post-report periods. 
However, it is likely that the behavior of 


valuation models is affected by factors 


other than the age of the accounting data. 


As mentioned above, each series of. 
prices can be viewed as a pre-report or a 
post-report series. For example, prices 
for the period January 1971 to March 
1972 form the pre-report series for 
December 1971 accounting data and the 
post-report series for December 1970 
data. Any influences on model behavior 
unrelated to the aging of data should be 
present in both series of explanatory 
power. Plots of the pre- and post-report 
series strongly suggest the presence of 


such influences. There appear to be tem- 
porary changes in explanatory power 


? Among the replications performed was one in which 
all companies with capital changes (stock splits or stock 


` dividends) in the periods from which prices were drawn 


were eliminated from the sample. The results were in 
essence unchanged from these reported in this paper. 
Another replication was based on models one and two 
estimated without intercepts—a specification that omits 
the book value term in the undeflated valuation equa- 
tion, as in Litzenberger and Rao [1971]. The pre-report 
period for both models had two more years (than the 
models with an intercept) in which there were no 
discernible trends, but the overall results were quite 
similar to those reported in this paper. In genezal, the 
results appear to be fairly robust to specification 
changes. 
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FIGURE 1 


PLOT or R-SQUARE AGAINST TIME IN MONTHS 
MopzL 2, 1972 


R? 


0575 HA | A. 
0.550 

0.525. 

0.500 | * | * e 
0.475 


0.450 


A= Pre-report Data 
= Post-report Data’ 


superimposed on the aging trends in both 
pre- and post-report. series. This phe- 
nomenon is illustrated in Figures 1 to 4 
using R? plots for Model 2 in the years 


1972, 1973, 1975, and. 1976. These years 


were chosen because their trend results 
were not as conclusive as the others! in 


either the pre-report or post-report analy- : 


sis. Other years’ plots are comparable. 
The graphs seem to indicate that the 
anomalous results obtained for 1972 (pre- 
report), 1975, and 1976 (post-report) may 
be due in part to non-aging influences. 
Furthermore, it appears that in spite of 
the rough similarity of each pair of R? 
series, there is a tendency for R? to in- 


crease in the pre-report series and to 
decline in the post-report series. To high- 
light this relative movement between the 


jntra-year series, the difference in R? was | 


examined. This was defined as pre-report 
R? minus post-report R? for each month. 
The series of differences should show a 
positive trend if indeed temporary influ- 
ences are superimposed on the aging 
trend. The relative trend phenomenon i is 
addressed directly by examining the rank 
correlation between the series of R? dif- 
ferences and the index for months in each 
15-month period. The results, shown in ` 
Table 11, indicate a strong tendency for 
the pre-report and post-report series to 
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FIGURE 2. 


PLOT OF R-SQUARE AGAINST TIME IN MONTHS 
Mopzr 2, 1973 


R? 


0.525 e 


> 8 
> 


0.500 
0.475 S 
| 0.450 
0.425 
0.400 
0.375 


0.350 


. MONTH 


A=Pre-report Data 
* =Post-report Data 


move in opposite directions in every 
period. — 

The degree of rank correlation is 
almost uniformly stronger than for the 
individual series, suggesting that con- 
founding influences are to some extent 
responsible for (the occasional) anoma- 
lous results reported in Tables 6 and 10. 
It therefore appears that the observed 
changes in model explanatory power do 
not occur in isolation but interact with 


other influences on explanatory power. - 


Some possible sources of temporary 


changes in model explanatory power were 


discussed in the section on ‘‘Other Mea- 
surement Issues.” 


SUMMARY AND CONCLUSION 


This research examined the existence of 
trends in the explanatory power of a given 


. set of accounting variables for prices at 


different times. Ball and Brown [1968] 
established. the existence of association 
between unexpected changes in earnings 
and price changes. One would expect that 
this phenomenon would be manifested in 
the price domain through the association ` 
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FiGURE 3 


PLOT OF R-SQUARE AGAINST TIME IN MONTHS 
MODEL 2, 1975 


R? 
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0.450 


0.425 


0.400 


0.375 


A=Pre-report Data . 
= Post-report Data 


between prices and accounting data at 
different times. . 

The results indicated that given sets of 
accounting data generally became more 
relevant for the explanation of security 
prices as the reporting date approached. 


Furthermore, an examination of the. 


trend in explanatory power after the 
reporting date showed a decline in explan- 
atory power as the accounting data 
became increasingly outdated. 

This study provides a link to the studies 
of the association between unexpected 
earnings and price changes (returns) by 
documenting a corresponding phenome- 
non for price and accounting variable 





levels also.. In addition, the results pro- 
vide some assurance that the valuation 


models examined capture important ele- 
ments of reality. This provides additional 
confidence in the basic appropriateness 
of the valuation models. The tenor of the 
results remained unchariged for different 
model specifications and measures of 
trends in explanatory power, suggesting a 
good level of robustness. 

An issue for future research concerns 
the extent to which the observed trends 
are due solely-to differences in the level of 
income from one year to the next rather 
than to differences in other variables. 
This would involve an examination of the 
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| EE OF R-SQUARE AGAINST TIME IN MONTHS 
Move 2, 1976 


R? 


0.525 i * 


^» 
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A — Pre-report Data 
* = Post-report Data 


relevance of non-income information for non-earnings data, the researcher could 
security pricing and changes in the degree examine the importance in security valu- 
of relevance over time. Another interest- ation of accounting variables seldom 
ing issue is the relationship between the studied in information usefulness re- 
degree of earnings change and therate of search. Research on these issues is in 
change of model explanatory power. progress. 

By extending the method described to 
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APPENDIX 
= TABLE Al 
SUMMARY OF REGRESSION MODEL ESTIMATES: MARCH REGRESSIONS 
(ABSOLUTE VALUES OF f-STATISTICS IN PARENTHESES) 
BASED ON PRICES AFTER BALANCE SHEET DATE 


MODEL 1: T Ee, 
E: ; 


— rw —— ee A. Pr — tr 


on 
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B, B i 
R | 
R? O10 O11 I 
1971 .319 .949 13.230 | 
(8.12) (13.15) 
(2.1972 .395 355 20.580 
| (2.45) . (15.97) 
1973 .419 —.788 > 25.478 | 
| (4.46) (17.05) 2 
1974 381 — 646 17.131 
CC | (4.67) (16.24) : 
195 ` 268 476 —— ^ 8.232 j 
: (1.82) l (12.16) os 
- 1976 .— 4848 . 459 8.481 | 
>, (5.97) (4.51) — | 
197 437 .066 9.319 | 
| ! (.90) (17.59) | 
1978 377 241 . 6.899 | 
| (3.87) (15.78) E: 
1979 - 384 211 2 7.011 1 
| G.16 - ` ^ (16:22) | 
. 1980 20304 | .252 5.537 | 
[ 
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Year 
1971 
1972 
1973 
1974 
1975 


. 1976 


1977 
1978 
1979 
1980 


APPENDIX 
TABLE A2 
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SUMMARY OF REGRESSION MODEL ESTIMATES: MARCH ESTIMATION 


R? 
.459 


499. 


.504 


553 
449 


492 
i5 
.460 
453 
.366 


(ABSOLUTE VALUES OF ¢-STATISTICS IN PARENTHESES) 


BASED ON PRICES AFTER BALANCE SHEET DATE 


MODEL 2: ` = O19 + an + 0228; + 035 
1 


B, 


zx + a + Uz 
022 Q23 
—.241 64.511 
(1.33) (8.62) 
—.097 57.067 
(.51) (7.12) 
—,692 65.462 
(3.89) (6.32) 
—.711 46.720 
(6.21) (6.17) 
—.021 62.112 
(.17) (9.22) 
.186 42.269 
(1.84) (7.40) 
—.123 21.326 
(1.61) (6.27) 
.006 28.639 
(.09) (7.58) 
.099 29.774 
(1.35) (6.78) 
—.371 10.795 
(4.80) (2.88) 


Q4 


—6.320 
(5.42) 
—3.625 
(3.41) 
—5.347 
(3.80) . 
—4.400 
(3.72) 
—6.463 
(5.92) 
—3.637 
(3.81) 
—2.248 
(3.49) 
—4.144 
(5.99) 
—4.339 
(5.40) 
—.828 
(1.08) 


(0| 
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Data Models Research in Accounting: 


An Evaluation of 
Wholesale Distribution Software 
Ron Weber | | 


ABSTRACT: The data definitions in the order entry modules of 12 wholesale distribution 
software packages were studied to determine whether (a) their high-level semantics complied 
with McCarthy's [1982] REA accounting model; (b) their detailed semantics manifested a 
common underlying accounting model; (c) their semantics could be modeled adequately 
using the entity-relationship modeling technique; and (d) their record structures followed the 
prescriptions of normalization theory. The results indicate that the major elements of the REA 
model are incorporated in the packages.. However, they differ semantically in several 
important areas that could not be detected by the REA model because it is too general. Use 
of the entity-relationship modeling technique to represent the semantics of the packages was. 
relatively straightforward. In terms of record structures, the packages conform with the 
prescriptions of normalization theory to a large extent, although there are still. several 


violations of normal form. 


N the discipline of computer science, 
I research on database management 

systems has been concerned with 
developing better ways of representing, 
storing, and processing data by machines. 
In general, it has had four goals: increased 
sharability of data, increased availability 
of data, improved evolvability of data, 
and increased data integrity [Everest, 
1974]. These goals have motivated sev- 
eral accounting researchers to assimilate 
the results of this research into the 
accounting discipline (e.g., Colantoni, 
Manes, and Whinston [1971]; Lieber- 
man and Whinston [1975]; Haseman and 
Whinston [1976]; Everest and Weber 
[1977]; McCarthy [1979, 1981, 1982]; 
and Weber [1982]). Supposedly, existing 
accounting systems are too limited in 
their dimensions; they exclude important 


data (e.g., reliability data), use con- 


strained classification schemes, store 
information that is too highly aggre- 


. gated, and fail to achieve an acceptable 
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Jevel of integration with other functional 
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areas of the enterprise [McCarthy, 
1982]. By applying the results of data- 
base management systems research to 
the accounting domain, these deficien- 
cies might be overcome. 

To date the accounting pee eiie. 
have tended to study only the data mod- 
eling aspects of database management 
systems research, that is, the ways in 
which data can beorganized so they repre- 
sent the real-world domain of interest as 
closely as possible yet they are still amend- 
able to computer processing [Tsichritzis 
and Lochovsky, 1982]. Initially, the 
research investigated whether traditional 
accounting data could be represented via 
the data modeling techniques developed by 
database management systems research- 
ers to facilitate sharability, availability, 
evolvability, and data integrity. These 
efforts provided a test of how well 
accountants perceived the real world of 
interest and a test of the veracity of the 
data modeling techniques often formu- 
lated and applied in artificial and con- 
strained domains of discourse. Everest 
and Weber [1977] found, for example, 
that accountants often dealt with ‘‘arti- 
facts" like charts of accounts that could 
not be modeled easily by the relational 


data model. Subsequently, the research. 
turned to formulating normative data 


models to show what data should be cap- 
tured and how they should be structured 
to overcome the perceived deficiencies in 
traditional accounting systems (e.g., 
McCarthy [1982]). 

Independently of the accounting and 
database management system research, 
however, organizations have gone ahead 
and written accounting applications soft- 
ware. These implementations potentially 
provide a rich source of data against 
which to test the models proposed by the 
researchers. If the alleged research prob- 
lems exist and have practical signifi- 
cance, software practitioners may have 
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independently derived solutions. If their 
solutions map reasonably well into those 


" advocated by the researchers, the data 


provide support for the research models. 
Alternatively, different practical solu- 
tions may have been found, in which 
case the adequacy of the research solu- 
tions must be evaluated by other means. ` 
Or practitioners may have identified but 
not resolved the problems, in which case 
the data models can be used to generate 
predictions concerning deficiencies that 
users will encounter in the software. 
Finally, the problems may not exist in 
the real world of practitioners or they 
may be perceived as having no practical 
significance, in which case they are 
research figments. | 

This paper reports a study of the order 
entry modules in 12 wholesale distribu- 
tion software packages. The study had a 


fourfold objective. First, it examined 


whether, at a general level, the semantics 
incorporated in the software conformed 
with the normative prescriptions of 
accounting researchers working in the 
data. models area. Second, it examined 
whether, at a detailed level, the packages 
were designed on the basis of a common 
underlying accounting semantic model. 
Third, it examined the strengths and lim- 
itations of a data modeling technique 
advocated by accounting researchers. 
Fourth, it examined the adequacy of 
the record designs ee in the 
packages. 

The paper proceeds as follows. The 
first section describes the theory and 
concepts to be evaluated in the research. 
Subsequently, the research method used 
to obtain the data structure definitions 
of the software investigated is presented. 
The methods used to analyze the soft- 
ware and the results obtained are then 
given. Finally, the paper discusses some 
implications of the results obtained, sev- 
eral future research directions, and con- 
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clusions that can be drawn from the: 


research. 


THE NORMATIVE BASE 


The normative guidelines of database 
management systems research range over 
a broad spectrum of issues: logical data- 
base design, physical database design, 
security, administration, etc. (see, e.g., 
Date [1983]). This research focuses on 
the theory supporting logical design, spe- 
cifically the prescriptions on data model- 
ing. This restriction is purposeful: data 
modeling will be the purview of account- 


ing information system designers while 


physical design will be the primary 
responsibility of others. 

Given this focus, two activities must 
be undertaken: infological modeling and 
datalogical modeling [Tsichritzis and 
Lochovsky, 1982]. Infological modeling 
maps the real world into constructs that 
describe the domain of discourse in a 
natural way—one independent of com- 


puters. Datalogical modeling maps the 


infological constructs into a set of com- 
puter-oriented logical constructs that can 


then be mapped into a physical design. 


Existing accounting software can be 
evaluated in terms of how well each of 
these activities has been performed. 
Conversely, the normative models can be 
evaluated in terms of how well they 
“fit”? accounting phenomena. 


INFOLOGICAL CONSIDERATIONS 
Infological modeling requires that (a) 


the phenomena in the real world of inter- 


est be identified, and (b) a data modeling 
technique be chosen to represent these 
phenomena so they can be understood, 
communicated, and manipulated. As 
noted previously, some accounting 
research has criticized both the choice 
of phenomena and the ways in which 
phenomena have been represented in 
traditional accounting systems. .This 


The Accounting Review, July 1986 


research has culminated in an alter- 
native infological model proposed 
by McCarthy [1982] called the REA 
accounting model (see Figure 1a). This. 
model shows economic resources, eco- 
nomic events, economic units, economic 
agents, stock flows, duality relation- 
ships, control relationships, and re- 
sponsibility relationships rather than 
elements based in double-entry book- 
keeping. It seeks to provide a generalized 
framework for viewing the world of 
accounting phenomena and identifying 
the appropriate elements of interest that 
will facilitate establishing a shared data 
environment. In other words, it proposes 
high-level semantics that should exist 
in an accounting information system, 
within which the detailed semantics can 
then be worked out. 

McCarthy's model provides the first 
basis for evaluating the infological 
models implemented in existing account- 
ing software. Since his model purport- 
edly overcomes deficiencies in tradi- 
tional systems, designers of established 
accounting software should be aware of 
these deficiencies if they are impor- 
tant. Moreover, it is likely they would 
have attempted to resolve them some- ` 
how. If the phenomena modeled in the 
software are the same as those incorpo- 
rated in McCarthy's model, his argu- 
ments are supported. If this is not the 
case, either (a) the problems do not exist 
or they are insignificant, (b) unresolved 
deficiencies still exist in the software, or 
(c) alternative solutions.to the problems 
have been found. In any event, the info- 
logical models implemented in existing 
software provide important evidence on 
the adequacy of McCarthy's REA model 
in two respects. First, in terms of high- 
level semantics, they indicate whether 
McCarthy’s model is a good description 
of practice. Second, if the high-level 
semantics do, in fact, conform to Mc- 
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FIGURE 1 
"IHE REA ACCOUNTING MODEL 





Carthy's model, they indicate whether 
use of the high-level model has elicited 


common low-level semantics. 
The choice of a data modeling 


tech- 
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nique to support infological modeling is 
the next issue to resolve. Research on 
data modeling techniques has pursued two ` 
somewhat conflicting objectives. It has 
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sought ways to structure data so that 
they capture the semantics in the domain 
of interest, and it has sought efficient 
ways to manipulate these data. These 
objectives often conflict because a 
modeling technique that imposes more 
structure on the way data are represented 
makes it easier to define operations on 
the data, but it forces the data into 
homogeneous categories that distort or 
destroy some of their semantics. Cur- 
rently, over 30 data modeling techniques 
have been proposed in the database man- 
agement systems research literature (see 
Kerschberg, Klug, and Tsichritzis 
[1976]). Some have been developed pri- 
marily to support infological modeling; 
others primarily to support datalogical 
modeling. Their proponents actively 
debate their relative strengths and lim- 
itations (e.g., Olle et al. [1982]). 
This debate is poor consolation for 
the accounting practitioner who must 
choose a technique to design or evaluate 
accounting infological models or to the 
accounting researcher who seeks to 
better understand the semantics that 
underlie accounting software. In this 
light, empirical evidence is needed on the 
strengths and limitations of the various 
data modeling techniques that can be 
used for infological modeling purposes. 

The data modeling technique investi- 
gated in this research is Chen's [1976] 
entity-relationship model (ERM). It has 
been chosen for two reasons. First, 
McCarthy has used the ERM technique 
to formulate his REA accounting model. 
Thus, by eliciting the semantics under- 
lying existing accounting software using 
the ERM technique, a comparison of 


these semantics with those in the REA - 


accounting model is facilitated. Second, 
the ERM technique appears to be useful 
as an infological modeling technique in 
an accounting context (see, e.g., Weber 
[1982]). As McCarthy [1979] points out, 
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it is semantically expressive and able to 
communicate critical constructs to data- 
base users who are unskilled in database 
management systems technology. None- 
theless, by applying the ERM technique 
to real-world accounting softwere, its 
adequacy as a modeling tool can be 
tested. If it proves to be inadequate, 
other data modeling techniques must be 
evaluated. | 

Once the data modeling technique to 
be used for infological modeling pur- 
poses has been chosen, three objectives 
can be accomplished: first, the general 
semantic models incorporated in the dif- 
ferent software packages can be elicited 
and evaluated against the REA model; 
second, if at a detailed level a common 
underlying accounting semantic model 
has evolved, it can be identified and 
evaluated; and third, difficulties inher- 
ent in applying the data modeling tech- 
nique can be identified and its capabili- 
ties and limitations examined. 


DATALOGICAL CONSIDERATIONS 


Infological models are mapped into 
datalogical models which, in turn, are 
mapped into physical storage structure 
models. Datalogical modeling appears to 
have emerged as an intermediate step 
because the jump between infological 
modeling and physical storage structure 
modeling seems to be cognitively too dif- 
ficult for many designers to make 
[Langefors, 1980]. Whereas infological 
models exist in the minds of designers, 
datalogical models are manifested in the 
software used to implement a design. 

The primary decision to be made in 
datalogical modeling is the choice of the 
data modeling technique to be used. 
Again, matters are not clear-cut. The 
relative strengths and limitations of the 
various datalogical modeling techniques 
are still being debated [Tsichritzis and 
Lochovsky, 1982, pp. 245-250]. Thus, 
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. the choice of a particular data modeling ` 
technique either reflects pragmatic con- ` 


siderations—in the datalogical realm the 
. database management system to be used 
dictates the data modeling technique to 
be used—or it reflects the preferences of 
the database designer. 


.. When evaluating the datalogical mod- | 


els implemented in existing software, the 


difficulties that arise from having o 
choose a specific data modeling tech- 
nique for evaluation purposes.can be 


avoided to some extent, at least initially. 


In spite of their many differences, all the - 


major datalogical modeling techniques 
used in the-design of existing accounting 
software have a common characteristic: 


— they all use a record-based structure. Fur- 
thermore, much of the datalogical mod. 


eling research that has occurred over the 
last. 15 years has been concerned with 
developing prescriptive guidelines for 


record design. In this light, these com- 


mon prescriptive guidelines can be evalu- 


ated in any initial empirical research. 
before pursuing the more difficult issue 
of how. differences. among the datalogi- ^ 


cal models affect design quality. — 
Accordingly, the ‘datalogical modeling 
technique investigated in this research is 
normal form. While normal form was 
developed initially by relational data 
. modeling theorists, Kent [1983] points 
out that it applies to any data model that 
uses a record-based design—for exam- 
ple, the flat file data model, the hierar- 
chical data model, or the network data 
model. It prescribes how records should 


be designed to prevent update anomalies. 


and data inconsistencies from occurring. 
If the record structures in existing 


" accounting software comply with normal ` 


form, therefore, prima facie. support 
exists for the recognition by software 
. designers of the update anomalies and 
data inconsistencies that can arise when 
constraints are not placed upon record 
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designs. If the record structures do not 
comply with normal form, however, fur- 
ther research must be undertaken. On 
the one hand, lack of compliance. may 
indeed mean that software designers 
have not recognized the benefits of nor- 
malization and, as a consequence, 
update anomalies and data inconsisten- 
cies are. problematic aspects of. using 


the software. On the other hand, it has 


recently been realized that purposeful 
deviations from normal form might be 
undertaken for two reasons. First, Kent 
[1983, p. 120] points out that normaliza- 
tion guidelines "are biased toward the 
assumption that all nonkey fields will 
be updated infrequently.. They ‘tend to 
penalize retrieval, since data which may 
have been retrievable from one record in 


. any unnormalized design may have to be 


retrieved from several records in the nor- 
malized form.” Second, software design- 
ers may have chosen to enforce the con- 


 Straints implied by normalization in 
. other ways; for example, the constraints 


might be embedded in the procedures 
that operate on, the- record structures 
rather than being expressed as explicit. 
properties of the record structures them- 


selves [Tsichritzis and Lochovsky, 1982, 


pp. 38-41]. 
From an accounting and auditing per- 


: spective, however, a finding of noncom- 


pliance with normalization is significant. 
Traditionally, accountants and auditors 


. have always stressed the importance of 


maintaining:the integrity of accounting 


data. Deviations from normalization 


that threaten data integrity are a concern 
and need to be justified. 


SURVEY METHOD: 


To test the REA accounting model 
and ER and normal form modeling 


techniques, a. survey of 160 vendors 
-. Of wholesale distribution software was 
conducted. The survey was restricted to 


wholesale: distribution software because 
industry-specific issues may confound 


. the analysis. Furthermore, insofar’ as 


wholesale: distribution. software was 


| .. among the first set of generalized pack- 


ages developed, vendors have accumu- 


lated substantial experience and the data - 


models should be relatively stable. 
. The names and addresses of vendors 


were obtained from Data Sources [1982], - 
-a software directory. Letters were sent . 


to each vendor describing the nature 


of the research and requesting. that 
they provide the file, record, and field. 


descriptions for their package. The letter 
guaranteed. the confidentiality of the 
detailed information they provided and 
promised them a copy of the research 


. mum, order entry with invoicing, open 


"item accounts receivable; open item ` 


accounts payable, inventory control, 


payroll, and general ledger. A pre-paid - 


envelope and package profile question- 


naire were also provided. The package ` 
profile questionnaire solicited informa- 


tion about the machines on which the 


- package would run, the number installed, | 
the date.the package -was first installed, : 


-the programming: language in which it 


. . was written,':and the. pricing details. 


These data were sought: to determine 


whether a package was at a stable stage ` 


in its development and: whether differ- 
.ences in the data. models: might exist 
. because of pricing or system configural 
. differences. 


data needed to fulfill the research objec- 


tives, a low response rate to the survey: 
was expected. Accordingly, all known - 
vendors of wholesale -distribution soft- 
ware were contacted. Of the 160 vendors . 
.. to whom letters were sent, 13 provided 
the data needed (although two vendors 


supplied data on the same package), four 


: however, 
. report. It asked them to respond only if . 
their packages supported, as a mini-. 
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| provided incomplete data, nine indicated. 
` they were unwilling to provide the data - 
requested, and three. were returned as 


address unknown. Thus, as expected, the . 


response rate (eight percent) was low. 


Nevertheless, the package profile ques- ` 


. tionnaires indicated that'the. responses 


obtained were: for major: packages, 


. reflected either in the name of the ven, ` 
dor; the number of sales, or the price of 
the package as an indicator of the 


resources devoted to its development, Du 


agreement with the vendors, these data ` 


cannot be shown, and in four cases-they 


. wereincomplete.or not provided because . 


of their proprietary. nature: The eight 
packages for which data were provided, | 
account in total for users in 
over 2,700 organizations. Thus, 'even 
thoügh (he response rate is low, clearly . 


the results obtained apply to a substan- . 


tial number of users of wholesale distri- SS 


bution: sofa," 


. DATA ANALYSIS | 2 
An initial attempt was made to ana- 


: lyze all modules within a package. 
. Because of the large volume of:data— 


there were many records and some rec-. 
ords contained over 50 fields—the.anal- 


yses proved to be exceedingly awkward | 


and unwieldy. Consequently, only the 
order entry module was chosen for fur. 
ther investigation. This is usually the - 
most complex module in the packages; - 


thus, it should be sufficiently rich sèman- 


tically to test the REA model and the ER ` 


| ^ and normal form modeling techniques. 
Given the proprietary nature of the 


The data analysis for each package. 


| proceeded i in two steps. First, an entity- ` 
relationship diagram (ERD) was con- 


structed to represent the infological 


model implicit in file and record. 


structures.used in the package. The ERD ` 


_ provided the:basis for evaluating whether . . 


the .infological. model underlying the . 


| package conformed to — s REA. 
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model, whether each package manifested 


.common semantics in the accounting 


domain, and whether the ERM was an . 


" adequate infological modeling tool. 
Second, the record structures used in 
each package were evaluated to see 
` whether they had been normalized as a 


basis. for determining. the likelihood of 


update anomalies and data inconsisten- 


cies occurring when the package was. 


used. 


Procedures for Infological Analysis 
To construct the ERD for each pack- 


age, four steps were undertaken. First, 
the file and record descriptions for each 
package were examined, and any files 


used for internal purposes only: were 


eliminated from further analysis. For. 


example, some files contained format 


-records or pointer records that were used . 
by the package to facilitate its operations : 


rather than to model the object system or 
. real world of interest. Second, all files 
used to store temporary work values 
were eliminated from further analysis. 
- "These work files are transparent to the 

user and again are not needed to model 
.. the domain of interest. Third, files con- 
taining aggregated or summary data 
were eliminated from further analysis. 
These files contain derived data that can 
be obtained via the **conclusion materi- 
alization’? procedures described by 


McCarthy [1982]. Moreover, they pro- 


vide generic information about a class of 
objects rather than the specific object 
itself. 

The final step was to elicit the entities 
and relationships represented in the 
records that remained. The key fields in 
each record first were identified. In all 


cases they were designated as such in the. 


data definitions supplied but, in any 


event, they could be identified easily 
since their values were needed to identify. 
a particular instance of the record. Next, 
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if the record contained only one key 
field, it was designated as an entity type 
since it stored facts about a single object. 


If the record contained more than one. 


key field, however, either it represented 
a relationship type or it represented both 
an entity type and a relationship type. 
The former case could be identified 
when nonkey fields were functionally 
dependent on the whole key and not 
some subset of the key (see, further, 
Chen [1976] and Kent [1983]). The latter 
case could be identified when some of 
the nonkey fields. were functionally. 
dependent on a subset of the key. The 


. fields in the record were then separated 


according to that part of the key on 


which they were functionally dependent. . 


If they related to a single key field, they 
described an entity type. If they related to 
two or more key fields, they described a 
relationship type. 

To illustrate these procedures, assume 
that a record contains only the following 


. fields (key field is in italics): stock item 


number, stock item description,. quan- 


tity-on-hand. This record clearly repre- 


sents an entity type since it stores facts 
about a single object. Furthermore, note 
that all nonkey fields depend upon the ` 
value of the. key field (stock item num- 
ber). Alternatively; assume that a record 
contains the following fields: stock item: 
number, warehouse number, quantity- . 
on-hand. In this case the record repre- 
sents a relationship type since the nonkey 


field (quantity-on-hand) depends on the 


two key fields (stock item number and 
warehouse number). Finally, assume 
that a record contains the following - 


— fields: stock item number, warehouse 


number, stock description, quantity-on- 
hand. In this case, the value of. stock 
description depends only on stock item 
number, but the value of quantity-on- 
hand depends on the value of both the 


stock item number and the. warehouse 
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FIGURE 2 
ERD FoR PACKAGE 1 
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number. Thus, the fields are separated 
into two subsets: stock item number and 
stock description to describe an entity 


type; and stock item number, warehouse ` 


number, and quantity-on-hand to de- 
scribe a relationship type. In this case 
both the entity type and relationship type 
were shown in the ERD, even though 
. they were represented in the package as a 
single record. | 

Once the entity and relationship types 
had been identified, with three excep- 
tions ERDs were drawn in the normal 
way. First, to simplify the ERDs and 
because they had no relevance to the 
data analysis, weak entity and weak 
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relationship types were not shown dia- 
grammatically, even though some were 


. present (see Chen [1976]). Second, if a 


relationship type was implied because 
it was embedded in a single record with 
another relation, it was drawn with a 
broken line. Furthermore, an arrow was 
placed on the arc that linked the rela- 
tionship type to the entity type with 
which it had been embedded in a single 
record. Finally, in some cases entities 
were also implied, and these were drawn 


with a broken line. For example, a field 


salesperson: number may have appeared 
in several records, and it may have 
formed the basis for sorting records and 
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preparing reports. Nevertheless, no sep- 
arate salesperson record might have 
existed in the package. Because of its 
relevance to the REA model, however, it 
was designated as an implied entity type 
and shown in the ERD accordingly. 


Procedures for Datalogical Analysis 


- The procedures for datalogical analy- 
sis involved examining each record to see 
whether it had. been normalized. Each 
field in each record was tested to see 
whether the edicts of normalization had 
been violated. Kent [1983] provides a 
tutorial on normalization theory and the. 


five normal forms that a record might - 
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take. Briefly, a record is in first normal 
form (INF) if it excludes variable repeat- 


` ing fields and groups. It is in second nor- 
mal form (2NF) if all nonkey fields are 


fully functionally .dependent on the 
whole key and nothing but the key. It is 
in third normal form (3NF) if all nonkey 
fields are no. functionally dependent on 
any other nonkey field. It is in fourth 
normal form (4NF) if it does not contain 
two independent multivalued facts about 


an entity. Finally, it is in fifth normal 


form (5NF) if it cannot be reconstructed 
from smaller pieces of information that 
can be maintained in separate records 
with less redundancy. 
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. RESULTS 


While overall summary results are pre- 
sented here, in the interests of brevity 
only the detailed results for three pack- 
ages are shown. (A report on all pack- 
ages can be obtained from the author.) 
Nevertheless, the results presented are 
representative of the range of complexity 
present in the packages: Package 1 is a 
moderately complex package; Package 2 
is a simple package; and Package 3 is a 
complex package. The results for the 
other packages simply provide more evi- 
dence to confirm the results reported 
here, and they also support the general- 


ity of those results, even though the 


overall sample size is small. 


Infological Results 


Recall that the infological analysis 
examines (a) whether the infological 
models embedded in the software con- 
form to the REA model; (b) as a related 
issue, whether the models. manifest 
common underlying semantics; and (c) 
whether the ERM is an adequate info- 
logical modeling tool in the account- 
ing domain. To provide a context for 
theresults, Figure 1b shows an order entry 
module instantiation of the REA model. 
Figures 2-4 present the ERDs for each of 


the three packages to be examined in. 


detail. Note that the duality relationship 


has not been shown in any of these fig- 


ures since the cash receipts associated 
with an order are handled in the accounts 
receivable module, which has not been 
analyzed. In addition, to facilitate 
a comparison between the packages and 
the REA model, the detailed entities 
and relationships. have been grouped 
wherever possible according to the more 
general entities and relationships that 
comprise the REA model (see, also, 
Chen [1983]). 

Adequacy of the REA Model. As 
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expected, Figures 2-4 show that the REA 
model has been formulated at a higher 
level of semantics than the level found 
in the packages. Clearly, the mapping 
between the entities and relationships in ` 
the REA model and the entities and rela- 
tionships in the packages is not one to 
one. Nonetheless, the more detailed enti- 
ties and relationships.of the package can 


still be clustered according to the higher- 
. level entities and relationships. of. the 


REA model. In this sense the REA mod- ` 
el fulfills its purpose as a generalized 
model, and it is a good predictor of the 
high-level semantics to be found in the 
packages. These results hold for all 12 


packages examined. 


However, the data analysis highlights 
a problematic aspect of the REA model 
if it excludes certain types of events from 
the domain it models. Figure 4, for exam- 
ple, shows an extraneous event—a con- 
tract—that links the economic resource 
with the economic agent. In the context 
of the REA model, this event is not an 
economic event if the model is confined 


to traditional accounting phenomena 


(McCarthy, 1982, p. 562]. Note, in par- 
ticular, that there is no duality relation- 
ship for a contract. Nonetheless, the 
ability to model such events is an impor- 
tant capability needed by the users of 


accounting software (see, also, Cushing 


[1985]). If the REA model is confined to 
modeling only traditional accounting 
phenomena, it violates the spirit of 
events accounting [Sorter, 1969], which 
was a major motivation for the model in 
the first place. 

"There are at least two possible solu- 
tions to modeling ‘‘economic’”’ events 
that fall outside the traditional account- 
ing domain. First, a new entity type 
could be created to represent nonac- 


counting events. A duality relationship 


type would not be associated with this 
entity type (Figure 5). Second, for some 
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events, De [1975] recommendations 
could be followed, and the traditional 
resource change recognition criteria used 
by accountants could be modified to 
recognize commitments. Since commit- 
ment accounting can be undertaken 
within the context of the duality relation- 
ships used in traditional double-entry 
bookkeeping, the REA model does not 
need to be modified. 

Commonality of the Detailed Seman- 


tics. Even though the packages have ` 
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common high-level saisie, Figures 
2-4 show that there are important se- 


-= mantic differences at a detailed level. 


Compare, for example, the description 
of stock item (economic resource) across 
thé three packages. Packages | and 3 
allow users to store information about 
the quantity-on-hand of each stock item 
at each warehouse. Package 2 provides 
no such facility. It assumes that all stock 
items will be stored at a singie ware- 
house. Alternatively, only the azgregate 
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quantity-on-hand for a stock item can be 
: stored, or the user must assign different 
stock item numbers to the same stock 
item stored at different warehouses. 


Differences in the low-level semantics ` 


. extend not only to the specific entities 
and relationships selected to. represent 
the underlying semantic model but also 


to the richness with which common enti- 


ties and relationships are described. For 
example, 33 data items are used: Lo de- 
scribe an Order Header relation in Pack- 
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age 1, whereas only 16 data items are 


. used to describe an Order Header rela- 


tion in Package 2. Tables 1-3 indicate 
that this variability extends to other enti- 
ties and relatioriships which are common 
to each package. 

Unfortunately, the REA model does 
not tease out these semantic similarities 
and differences because it is formulated 
at too high à level of abstraction. Never- 


theless, as the stock item example above 
shows, similarities and differences in 
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l . HBeunE 5. . 
| .. _Moprrmp REA MODEL 
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the low-level semantics have important 
implications for the relative ease with 
. Which the different packages can be 
used. On the one hand, this is a failing 
of the REA model in that common high- 
level semantics are not sufficient to moti- 
- vate common low-level semantics, and it 
. js in the low-level semantics that the 
quality of the design seems to be best 
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manifested. On the other hand, it is 


doubtful whether the REA model can be ` 


articulated at a lower level of semantics 
without including entities and relation- 
ships that are specific to a oarticular . 
accounting domain (e.g., order entry), in ` 


. which case the generality of the model. 


would be lost. Moreover, by =lustering 
the low-level semantics of the packages "` 


. In-Stock Line Item 


‘Weber. 


TABLE Í | 
NORMAL FORM VIOLATIONS IN PACKAGE `] 


No.of . 
© Record Type .. Fields INF 
Sales Tax 
Price Discount 
Order Header 


3 
4 
33 
19 
Non-Stock Line Item 22 
Comment Line Item 6 
Special Charge Line Item 14 
Shipping Instruction ` 7 
Customer 37 
Ship-to Address  . 20 2 
Stock Item SEND. 
Priceof — I9 
Balance in .. 29 
Warehouse 4 
Salesperson 4 
Sales Territory. . 4 
Customer. Sales Category — 4 
Customer Price Category 4 
Inventory Sales Category: 4 
' Inventory Price Category 4 


according to the high-level semantics of 
the REA model, semantic similarities 
and differences among the packages 
become apparent. The likely strengths 
and limitations of the package. then 
become apparent; ^ - 

Adequacy of the ER Modeling Tech- 


nique. There were two difficult aspects ` 


to using the ER modeling technique to 
represent the semantics of the 12 pack- 
ages. First, it was sometimes difficult to 
determine what objects were embedded 


in the record structures. This problem ` 


arose because, as indicated previously, 
the packages often used a single record 
to represent facts about more than one 
object. Second, as a related issue, the 
packages often used a single record struc- 
ture to. store data about multiple, hetero- 
geneous objects. For example, a single 
line item record might have been used to 
store data about a stock item sold, a 
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, Violations 
2NF ` 3NF ./| |. 4NF 5NF 
4 


.comment on an order, or a shipping 


instruction. In these situations, use of a 


single record structure sometimes mud- 


died the underlying semantics; as a con- 
sequence, it was not always clear whether 


. the individual objects were best treated 
as entity types or as relationship types ` 


(see, also; Kent [1979]).. However, once 
the objects. modeled by the packages had 
been identified. and classified as either 
entity types or relationship types; con- 
structing the ERDs was EE straight- 
forward. 


Datalogical Results 


. "Tables 1-3 show the extent to which: 


normal form is violated in each record of 
Packages. 1-3. Table 4 shows summary 
results for the 12. packages investigated. 
In the case of INF, each instance of a 


. variable repeating field or each instance 


of a variable repeating group was 
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. TABLE 2 
NORMAL FORM VIOLATIONS IN PACKAGE 2. 


' No. of 
Record Type Fields INF 
Terms 4 
Notes | 2 
Stock Item 22 
Order Header 16 
In-Stock Line Item T: 
Non-Stock Line Item 7 
Customer 24 


counted as violation of INF; for exam- 
ple, a variable repeating group of three 
fields that had a maximum of five 
instances of the group would be counted 
as five violations of INF. In the case 
of 2NF-5NF, each field in each record 
was tested to see whether it violated 
normal form, and each violation identi- 
fied was recorded. 


In general, the packages contain few 


violations of normal form, given the 
number of fields in the packages. More- 
over, while some violations might have 
serious update consequences, many can 
be understood in light of retrieval con- 
siderations. Overall, however, the pack- 
age designers either have known formally 
or have realized intuitively the conse- 
quences of violating normal form. Thus, 
the theory is a good predictor of design 
practice, and the empirical evidence, in 
turn, supports normalization theory. 
To illustrate the nature of the viola- 
tions that did occur, however, consider 


Package 1. A violation of 1NF occurs in ` 


the Order-Header entity relation. Figure 
1 shows that up to two salespersons can 
handle an order; that is, the package 
allows split commissions. The package 
handles this situation by a repeating 
group of two instances of the field 
‘‘salesperson number"! in the Order- 


"4 s 


Violations 


2NF 3NF 4NF SNF 


Header relation. If a situatcn arises 
where more than two salespersons han- 
dle an order, the data structur2 is inade- 


quate. Package 10 provides for up to 
three salespersons handling an order, but 


of course this data structure also may 
prove inadequate. Normalizat:on theory 
prescribes that a separate record must be 
established to represent the M-to-N rela- 
tionship between salespersons end orders. 

A violation of 2NF occurs ir. the Price- 
Of record in Package 1. The key of the 
record is the pair (warehous? number, 
stock item number). The field ' ‘inventory 
price category” is a foreign key within the 
record; that is, it is a nonkey -ield in the 
Price-Of record but it is a key field in 
another record. However, inventory price 
category functionally depends only on a 
subset of the key, namely, stock item ` 
number. Thus, the record should be 
decomposed into two recorcs. Indeed, 
the inventory price category simply could 
be placed as a field in the Stock-Item 
record. 

Violations of 3NF occur in the In- 
Stock Line Item record of Package 1. The 
key of the record is the pair (order num- 
ber, line number). The field "stock item 
number"! is a foreign key within the rec- 
ord. Four fields. functionally depend 
upon stock item number rather than the 
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* Record description not supplied 


| recórd key: unit cost of the itemi, pricing 
conversion factor, unit of order, and sales 
tax code (which is a repeating group with 
five instances). Interestingly, there are 
other fields that usually depend only on 
stock item number—for example, unit 
price—but users can override the values 


in these fields and, as such, they function-. - 


ally depend on the key of the record. 
Where 3NF violations occur, normaliza- 
tion theory prescribes that the record be 
broken up into two records. In the case 
of the In-Stock. Line Item. record, the 
four fields that violate 3NF are stored 
_already in the Stock Item Record. How- 
ever, order lines often must be retrieved 
by the users of an order entry package— 
for example, they must be accessed and 


- updated when. customers. change their. 


minds and during order picking. If the 
data for an order line must be retrieved 


from several records, increased process-. 


ing overheads arise. Thus, these viola- 


< Weber 
TABLE 3 
- : NORMAL FORM VIOLATIONS IN PACKAGE 3 
Violations 
TINY No. of — 
. Record Type Fields _ INF 2NF 3NF . `> 4NF SNF 
Ship Via a 
- Taxing Authority : ) dE. oe : 
Message - : gz i 
. Contract | E 13 l i i 
Order Header MER 26 4 
- In-Stock Line Item Ru em 15 5 
Non-Stock Line Item ` 15 l 
Stock Item ` = 31 2 
Special Prices — 5 (6 
Balance in » M 3 
Unitof-Conversion . . -  .4 
Customer .. 38 
Salesperson ^ - -~o 
Terms . 3 
Ship-to Address ` 7 
Company (Territory) i 
Order-Customer | | 3 
.LIFO/FIFO 4 | 6 


tions of 3NF can be understood in the 
context of retrieval. considerations. l 
No violations of 4NF or 5NF. were - 
identified in the packages. Whenever a ` 
multivalued fact occurs, the designers 
seem to recognize the update problems - 
that can arise, and they embed each fact. 
in a separate record. Thus, situations 
where 4NF and 5NF violations can occur 
are avoided by not combining indepen- 
dent multivalued facts in.a single record. 
Besides conforming to normal form - 
in general, the packages also conform 
substantially to optimal normal form. 


Optimal normal form achieves three 


objectives: (al minimum data .redun- 


dancy; (b) minimum number of record 


types; and (c) absence of repeating fields 
or groups in records. The rules for gen- 


erating optimal normal form are given 


by Falkenberg [1983]. Basically, any 
M-to-N binary relationship or any n-ary 
relationship (n >2) must be even a sep- 
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CTABIE 4 ` 
NoiaL FORM VIOLATIONS IN ALL PACKAGES 
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~ Package No. of No. of 
|. No. Records Fields ` INF 
1 20 262 8 
2 7 82 0 
3 18 194 17 
4 17 251 6 
5 25 303 19. 
6 15 . 226 8 
7 7 100 0 
8 18 469 © 2I 
9 14 298 15 
10 14 285 3 
11 20 194 3 
12 13 250 8 
Total ` 188* 2914 107 








* Two record descriptions were not supplied - 


arate existence'as a record type; and rela- 


tionships that are one-to-one or one-to- - 
N can be embedded in a single record ` 


type (see; also, Howe [1983]). 
` Figures 2-4 show that some relation- 
ship types are given a separate existence 


asarecord type and others are embedded 
in a record type. For example, in Figure ` 


2, the Discount relationship type- is. 
shown as a solid diamond, thereby indi- 


cating that it is a separate record within . 


Package 1. Note that the Discount rela- 
tionship type establishes.an M-to-N rela-. 
tionship between the Customer Price 


Category and Stock-Item Price Category . 


entity types and, to conform to optimal 
normal form, it must be given a separate 
existence as a record type. ` 

On the other hand, note that in Figure 
2 the Line-Item relationship type linking 
the Order-Header and In-Stock entity 
types is shown as a broken line with an 
arrow pointing to the In-Stock entity 
. type. Recall, this indicates the Line-Item 
. type is embedded with the In-Stock type 


Violations 


oo 
| S| 


2NF. 3NF ` 4NF- SNF 
1. d 0. 0 
.0 4 0 0 
-1 9 0 0 
2 17 0 0 
0 2 0 0 
0- s. | 0 
0 5 0" 0 
3 $ 0 0 
22 4 0 0 
0 18° 0 0 
0 4 ; 0 0 
0 012. u 0 ` 0 
29 0 0 


‘in a single record type. Again, to con- 


form with optimal normal form, Falken- 
berg [1983] shows that the Line-Item 
relationship type.must be combined with 
the In-Stock entity type in a single record 
type. ' 
Finally, the normal form violations 


that occur in the packages irdicate a 


problem with thé ternary control rela- 
tionship. proposed in the REA model. 
Recall that this relationship links the 


. economic event, economic agent, and 
. economic unit. However, note that the 


relationship between the Customer and 
Order Header entity types is a-one-to-N 
relationship, and the relationship 


between the Salesperson: and Order 
. Header entity types is an M-to-N rela- 


tionship where split sales commissions 
are allowed. Since the ternary control 


-. relationship is mapped into a single rec- ` 
ord, a 2NF violation occurs because the. - 


record contains a single-valued fact and 


‘a multivalued fact. The violation occurs 
because the record contains three fields 


Weber 


(order number, salesperson number, cus- 


tomer number). To identify the split 


commission for a salesperson, the sales- 
person number and the order number are 


needed in the key, but the customer 


number is functionally dependent only 


on the order number. Thus, a 2NF viola- | 


tion exists. 

In addition, if more than one customer 
can be associated with a single order 
(e.g., the customers formed some type 
of buying syndicate), the relationship 
between orders and customers is now 
M-to-N. Since the relationship between 


salespersons and orders is also M-to-N, - 


4NF is now violated since two indepen- 
dent multivalued facts are combined in 
the record. Thus, the ternary control 
relationship is problematical, and it is 
best represented in the REA model as 
two separate binary relationships (Figure 
5). 


CONCLUSIONS 


In general, the results support the 
REA model as a high-level representa- 
tion of the semantics incorporated in the 
order entry modules of existing whole- 
sale distribution software. Furthermore, 


an important benefit of using the REA’ 


model and the ERM data modeling tech- 
nique was the insight obtained into the 
semantic similarities and differences that 
existed among the packages investigated. 
: The ERM data modeling technique pro- 
vides a useful tool for representing the 
specific semantics underlying a package, 
and, at an aggregate level, the REA 
model provides a useful template for 
clustering these semantics to facilitate 
comparisons among the packages. 
Using these tools, the results show that 
there are important semantic differences 
among the packages analyzed. More- 
over, on the basis of the analyses made 
using these models, it is fairly easy to 
generate hypotheses about the strengths 
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and limitations of a particular package. 
Future research might try to account for 
why these semantic differences have 
arisen, and why, given the widespread 
use of these packages, the differences 
have persisted. In addition, it might test 
whether the semantic strengths and limi- 
tations hypothesized are borne out by 
the experiences of the user population. 
The results also identified three areas 
where the REA model could be extended, 
enhanced, or clarified. First, the model 
exists at a very high level of abstrac- 
tion. As such, it is useful primarily to 
designers in the initial stages of data 
model development for:an application 
system. Future research might attempt to 
refine the model to lower levels of 


abstraction, even if the model then 


becomes domain-specific. Second, it is 
unclear whether the model provides an 
adequate representation of nonaccount- 
ing economic events, particularly where 
the duality status of the events is uncer- 
tain. Future research might attempt to 
extend the domain of economic events 
represented by the REA model so it 
becomes a more useful tool in the con- 
text of events accounting. Third, the ter- 
nary control relationship shown in the 
model is problematic since it can lead to 
normal form violations. The difficulties 
that arise can be overcome by splitting 


the ternary relationship into two binary 


relationships. | 

Finally, at the datalogical level, the 
results indicate that the record structures 
implemented in existing accounting soft- 
ware conform substantially to normali- 
zation edicts. Moreover, where viola- 
tions of normal form do occur, often 
they can be understood in the context of 
the retrieval operations that must be 


undertaken on the record. Thus, the 


results suggest that normalization theory 
either is used formally by designers or it 
articulates certain design principles that 
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good designers intuitively have recog- 
nized already. Consequently, the theory 
has both prescriptive and descriptive 
value. However, the results also indicate 
that the designers of accounting software 
do not blindly follow the edicts of nor- 
malization theory. Performance issues 
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need to be better understood. In this 
light, future research might imvestigate 
the nature and frequency of update ver- 
sus retrieval operations on various classes 
of accounting data to determine the 
implications for data integrity if normal 
form is violated in record design. 
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Notes 
Investment Decisions and the 
. Equity Accounting Standard 


Eugene E. Comiskey and Charles W. Mulford 


ABSTRACT: This study tests the proposition that the 20 percent ownership percentage 
criterion for application of the equity method influences firm investment decisions. A sample 
distribution of firm investment positions indicates an unusually heavy concentration of 
positions at or near 20 percent. The characteristics of 19 to 19.99 percent investees (carried at 
cost) are then contrasted with 20 to 20.99 percent investees (carried at equity) on dimensions 
of profitability and earnings covariability. The results suggest that the extent-of-holding 
dimension of firm investment decisions is influenced by the ownership criterion. This finding 
implies that the underlying standard (APB 18) has an economic consequence. This result 
should be of interest to accounting scholars, as well as of potential value to the FASB as it 
reconsiders accounting standards for consolidations and the equity method. 


HIS paper tests the proposition that 

firm investment policy is being 

- influenced by Accounting Princi- 
ples Board (APB) Opinion No. 18, The 
Equity Method of Accounting for Invest- 
ments in Common Stock [APB, 1971]. 
More. specifically, the paper seeks to 
determine whether the inclusion in APB 
18 of the 20 percent ownership criterion 
for application of the equity method 
(hereafter the 20 percent standard) influ- 
ences the ownership positions taken by 
investing firms.' Eviderice of such an 
effect would. imply that the accounting 


standard has an economic consequence. 


The next section hypothesizes the ef- 
. fects of APB 18 on firm investment pol- 


. icy. The third section presents a sample 


distribution of firm ownership positions. 
Characteristics of 19 to 19.99 percent 
investees (carried at cost) are contrasted 
with 20 to 20.99 percent investees (car- 
ried at equity) in the fourth section. The 
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! FASB Interpretation No. 35, Criteria for Applying 
the Equity Method of Accounting for Investments in 
Common Stock [FASB, 1981], emphasizes the need for 
judgment in determining whether a particular owner- 
ship position provides an investor with significant influ- - 
ence, which, when present, calls for theapplication of the 
equity method. However, the Interpretation left in place 
the 20 percent standard and the presumption, in the 
absence of predominant evidence to the contrary, of sig- 
nificant influence when the standard is met. 
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Eugene E. Comiskey is Callaway 
Professor of Accounting, and Charles 
W. Mulford is Assistant Professor of 
Accounting, both at Georgia Institute 
of Technology. 


Manuscript received March 1984. 
Revisions received December 1984, August 1985, and 
December 1985. 

Accepted January 1986. 


520 


paper concludes with a discussion of the 
findings which support the proposition 
that firm investment policy is influenced 
by APB 18. 


ACCOUNTING MEASURES AND 
INVESTMENT POLICY 


Contractual agreements are often 
employed to resolve agency considera- 
tions or conflicts of interest which arise 
between management and shareholders, 
or between shareholders and bondhold- 
ers [Jensen and Meckling, 1976]. Often, 
accounting measures of earnings and 
financial position serve as the basis for 
. these agreements, as in bonus compensa- 
tion plans and debt covenants. 


In the presence of such contractual | 


agreements, risk-averse, wealth-maxi- 
mizing managements can be expected to 
use investment policy (i.e., ownership 
percentages giving consideration to the 
20 percent standard) to achieve desired 
effects on accounting measures of earn- 


ings and financial position. For example, . 


given the information a firm has and its 
portfolio balancing desires, a 25 to 30 
percent acquisition may be optimal. If, 
however, the prospective investee is 
reporting losses and it is anticipated that 
these losses would continue in the near 
future, then application of the equity 
-method would have negative effects on 
the investor’s earnings and financial 
position. This could adversely affect 
management’s incentive compensation 
and/or move the firm closer to violation 


of its earnings-related debt covenants: | 


Weighing these factors, management 
might consider acquiring less than a 20 
percent interest, enabling the firm to 
. apply the cost method. Similarly, man- 
agement might consider obtaining less 
than a 20 percent interest in an investee 
reporting a highly variable income 
stream to avoid, among other things, a 
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more variable stream of management 
compensation. 

An ownership interest of just over 20 
percent might be desired if the imvestee is 
profitable and added accounting income 
has value to the managers. The point is 
that the combination of APB 18 and 
agency considerations have provided an 
incentive for some managements to steer 
their investment policy toward either 


"| marginally qualifying for, or marginally 


avoiding, the equity method. Testing the 
proposition that managemen:s have 
responded to that incentive is the objec- 
tive of the current study. 


SAMPLE DISTRIBUTION 


If firm managements are using invest- 
ment policy either to marginally qualify 
for or to avoid the equity method, then 
one would expect to observe the frequent 
occurrence of investment positions in the 
vicinity of 20 percent. Descriptive evi- 
dence supporting such an observation is 
provided in Figure 1. 

Figure 1 provides a sample distribu- 
tion of ownership positions taken by 
investor firms in 1982. The distribution 
includes all companies listed in Scandard 
& Poor's [1982].? Standard & Poor's ser- 
vice was selected because it provided a 
representative cross-section of frms of 
varying size, industry membership, and 
share-trading market. For each firm in 
the 1982 volume, the identity and stock- 
holding of every investor, excluding 
those not subject to APB 18, with a vot- 
ing interest of between five and 50 per- 
cent inclusive was noted.? Each stock- 


-2 The actual volumes of the Standard & Poor's service 
examined were the volumes dated April, July, and 
October 1982 and January 1983. 

? The'stockholder record dates for the firms examined 
ranged from the second quarter of 1981 th-ough the 
second quarter of 1982. Investors not subject to APB 18 
included individuals, trusts and estates, and investment 
companies. 
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holding was placed into an ownership 


percentage cell of one percent in width 


(e.g., the 20 percent cell represented all 
investment positions of between 20 per- 
cent and 20.99 percent, inclusive). 
Stock data records for over 8,000 
firms were examined. Subject to the five 
.to 50 percent screen and exclusion of 
holdings by non-equity-accounting inves- 
tors, a distribution consisting of 1,255 
ownership-percentage data points was 
developed. ` 
Foreign investor holdings were in- 
cluded in the ownership percentage dis- 
tribution. This is appropriate in view of 
the widespread international application 
of the 20 percent criterion. Of the 84 for- 
eign investors in the sample, 80 were 
identified as clearly falling under an 


equity-accounting standard which Was . 


equivalent to APB 18.. 


Figure 1 depicts the pattern of owner- - 


ship. A comparable distribution con- 
structed using pre-APB 18 [1969] data is 
presented in the Appendix. To determine 


whether investment positions occur with ` 


unusual frequency in the vicinity of 20 
percent, a *'best-fit"" regression equation 
was superimposed on the ownership per- 
. centage distribution in Figure 1. The 
number of firms observed in each owner- 
ship percentage cell was regressed upon 
the ownership percentage ERD of 
that cell:* ` | 


Ass 24 4-5129. 9.7(x)? +e, 


R=97 —  (Q) 


|. (t=34.,3) . | 
where | 


.Jí, 7 number of firms observed at i^ 
. ownership percentage cell, and 


x,—midpoint of the i** ownership | 


percentage cell. 


Excluded from the data employed in 
the regression were ownership percen- 
tage cells which were potentially sensitive 


- The Accounting Review, J a 1986 


to APB 18. Percentage cells considered 
sensitive to APB 18 were those of 16 to 
23.99 percent. These cells were viewed as 
best representing investment policy 
which, at the margin, qualifies for the 
equity method (20 to 23.99 percent) or 
avoids it (16 to 19.99 percent).? 

As indicated in Figure 1, a consider- 


‘able number of investor firms appear to 


be concentrated in ownership percentage 
cells that fall within the sensitive region 
(16 to 23.99 percent). The regression 


equation in (1) was used to predict an ` 
expected number of investing firms for 


each of the ownership percentage cells. 
within this region. As noted in Table 1, . 
the number of investing firms. concen- 
trated in the cells of 19-19.99, 20-20.99, 
21-21.99, 22-22.99, and 23-23.99 per- ` 
cent is significantly greater than expected. ` 

‘The existence of the 20 percent stan- 


J dard provides a potential explanation for 


the heavy concentration of investor: 
firms in the sensitive region. Firms may 
be using investment policy either to mar- 
ginally qualify for, or to avoid, the equity 
method. To provide à more definitive 
test of this contention, the characteristics - 
of investees in the 19 to 19.99 percent 


(cost method) and 20 to 20.99 percent 


(equity method) cells were exarnined. 


CONTRASTING Cost METHOD AND Eourry’ | 
. METHOD INVESTEES 


The ownership percentage cells of 19 ` 
to 19.99 and 20 to 20.99 percent served 


as the focus for the tests reported in this 


section. As noted, these cells were 
viewed as best representing investment 
policy which, at the margin, qualifies for 


the equity method (20 to 20.99 percent) 


or avoids it.(19 to 19.99 percent). . 


4 An iterative search process was used to select the : 
form of this equation. Adjusted R? was SEET as the 
“best-fit” criterion. . 

5 The general form of the regression equation was not 
sensitive, however, to the selection of cells “or exclusion. 
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TABLE 1 
SIGNIFICANCE TESTS OF CONCENTRATIONS OF INVESTING FIRMS IN SENSITIVE REGION 


| Number Number of. 
Ownership ` of Firms Firms 
Percentage Observed Predicted 
16-16.99 24 24.08 
17-17.99 28 21.99 
18-18.99 20 20.23 
19-19.99 33 18.66 
20-20.99 44 17.44 
21-21.99 - 27 16.34 
22-22.99 35 15.37 
23-23.99 837 14.53 


If managements consider accounting - 


measures of earnings and financial posi- 


tion in establishing ownership positions,. 
systematic differences between 19 to’ 


19.99 percent investees (carried at cost) 
and 20 to 20.99 percent investees (carried 
at equity) can be expected. For example, 
some investees might be expected to 
. report more frequent net losses and/or 
to add more variability to investors’ 
income streams than others. By applying 


the cost method to such investees, man- 


agements of investor firms could reduce 
the negative impact of losses and vari- 
able income streams on, among other 


things, incentive compensation schemes ` 


and the fulfillment of debt covenants. 
The first test of this proposition con- 


trasted the proportion of reported net . 


losses before extraordinary items for the 
19 to 19.99 percent investees with those 
of the 20 to 20.99 percent investees. 
Investees used had at least four consecu- 
tive years of data in the period 1975 
through 1982. The final subsample con- 
sisted of 29 of the 33 firms in the 19 to 
19.99 percent cell and 40 of the 44 firms 
in the 20 to 20.99 percent cell. For each 
firm, the proportion of losses during the 
test period was computed by dividing the 
number of years for which a loss was 


Significance ` 
Difference Z Value Level 
— .08 —.01 — 
6.01 i .93 — 
— .23 — .04 -— 
14.34 221 .014 
26.56 4.10 .000 
10.66 1.64 .051 
19.63 3.03 .001 
22.47 8347 .000 


reported by the total number of years for 
which income data were available. 

The mean (median) loss proportion 
Observed for the 19 to 19.99 percent 
firms was 30.4 percent (25.0 percent) 
versus 16.1 percent (12.5 percent) for the 
20 to 20.99 percent firms. The propor- 
tion of losses was significantly greater 
for the 19 to 19.99 percent firms than for 
the 20 to 20.99 percent firms at the .016 
level, using the Mann-Whitney U test. 

The second test examines the covaria- 
bility of investee earnings with earnings 
of the investor. Managements of investor 
firms can be expected to prefer applica- 
tion of the equity method to investees' 
income streams which exhibit low (or 
even negative) correlations with their 
own. Such. income streams would not 
contribute greatly to (or may even 
reduce) the investors! earnings variabil- 
ity. Using this line of reasoning, net 
incomes of firms in the 19 to 19.99 per- 
cent cell would be expected to be more 
highly correlated with their respective 
investors’ earnings than firms in the 20 
to 20.99 percent cell. 


é A management preference for that method of invest- 
ment accounting which reduces earnings variability was 
documented previously in Barefield and Comiskey 
[1972]. 
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OWNERSHIP PERCENTAGE DISTRIBUTION: 1969 DATA _ 
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In a test of this proposition, firms 
were included only if at least eight con- 
secutive years of net income before 
extraordinary items were available for 
each investee and related investor. This 
severe data constraint limited the sample 
‘to seven 19 to 19.99 percent investees 
and fifteen 20 to 20.99 percent investees. 
The mean Pearson (Spearman) correlation. 


coefficient between investee and investor 
net income was..224 (.260) for the 20 to 


20.99 percent investees and .340 (.360). 


for the 19 to 19.99 percent investees. 


` While these correlation coeffizients were 


in the expected direction, the Mann- 
Whitney U test was unable to reject the 


null hypothesis that they were drawn ; 


from the same & population. 
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. CONCLUSION | . active subject of review by the FASB. 

. Our results suggest that the FASB should 
examine the 20. percent equity-account- 
ing standard because it has the poten- 
tial for producing real economic conse- 
quences. 


This study provides evidence which 
supports the hypothesis that the 20 per- 
cent equity-accounting standard has an 
effect on firm investment decisions. The - 
topic of equity accounting is currently an 


Ee 


Figure 2 depicts the shape: -of an ownership percentage distribution constructed | 
using 1969 data (pre-APB 18). While this figure provides an interesting contrast with 
Figure 1, care should be exercised in examining it. Changes in investment policy, 
unrelated to the introduction of the 20 percent standard, may have altered the shape 
of the distribution. Further, Standard & Poor’s reporting of HESE RE may have 
become more inclusive. .. 

Based on thé best-fit regression equation, the 1969 data exhibit more variability and 
less EE than the 1982 data: 


200 Yi 8144010600) eR gn D 
| (18.85). 


_ Potential Se differences between 1969 and 1982 notwithstanding, the 1969 - 
distribution exhibits no unusual concentration of ownership (at a= E in the sensi- 
tive region. | 
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Francia REPORTING 
Interpreting Hospital Performance 
with Financial Statement Analysis 


H. David Sherman 


ABSTRACT: Rising hospital costs are of increasing concern to government and incustry. 
The growth and financial success of for-profit hospitals (FPs) in an industry that was once 
solely populated by nonprofit hospitals (NPs) have suggested that FP business practices may 
be a more cost-effective way to manage health care services. However, studies using 
accounting and other operating data yield conflicting and ambiguous conclusions that do not 
‘resolve questions about relative performance of FPs vs. NPs. A comparison of FP and NP 
financial statements suggests that current financial reporting methods can be misleading, or 
at best of little help, in. assessing the performance and cost structure of the two types of 
hospitals. The key problem is that financial statements prepared according to present - 

` standards do not provide sufficient information for accurate comparative analysis of FPs and 
NPs. Additional data about volume and output mix and about the financial impact of 
differences in legal status are. needed to make hospital financial statements relevant and 
useful for UPS ‘and containing health care costs. 


HE U.S. hospital industry was 
originally composed exclusively of 


has been the rapid growth in U.S. health 


care costs. As part of the effort to 


non-profit hospitals (NPs). How- - 


ever, since 1970 there has been. an 


increasing presence of for-profit. (in- 


.vestor-owned) hospitals (FPs). While at 
present for-profit. hospitals comprise 
-only about ten percent of all U.S. hospi- 
. tals, the number of FP beds increased by 
64 percent versus 17 percent. growth. for 
. NPs over the decade ending in 1980, and 
. FPs now account for more than 20 per- 
cent of the hospitals in the Sun Belt 
region of the U.S. [American Hospital 


develop better ways to regulate and man- 
age the costs of hospital services, consid- 
erable attention has been focused on the - 
favorable financial performance of FPs — 
and its implications for the future in 
relation to the management, cest, and 


quality of health care: 


Association, 1981]. Due to their favor- : 


able growth, strong management, and 
. profitability performance, FPs have 
often been highly récommended. as 


1. Does the profit ote vest in 
greater efficiency and a be:ter man- - 
aged hospital? 


H David Sherman te Profes- 


-sor of Accounting, Northeastera Univer- 
; sity. 


equity investments [Frost and Sullivan, 


..1982; Sandomir, 1981; Hull, 1985]. 


Concomitant with this development: 
B |— 826 
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E Will further growth in FPs result in 
higher or lower health care costs? 
3. Do FPs provide lower quality 
health care because their primary 
objective is profit rather than ser- 
vice? (See, for example, Boston 
Globe [1983, 1984] and ind 

- [1984]). | 


Since the U.S. is committed through 
large subsidies to maintain access to 
health care regardless of ability to pay, 
answers to these questions can have sig- 
nificant public policy impact. Hospital 
costs must be accurately analyzed to 
determine whether legislative incentives 
should be shifted away from NPs to FPs 
as a means of reducing health care costs. 

Managing health care costs is also a 
serious concern of corporations, as the 
cost of health insurance fringe benefits 
continues to increase. Chrysler Corpora- 
tion reported that its 1983 health insur- 
ance costs were $6,000 per year per 
employee, which was double the d 
cost [Rosenbaum, 1984]. 


| Finally, these questions have impor- ` 
tant implications for hospital manage- - 


ment: If FPs are less costly, can NPs 
adopt FP management techniqués and 
reduce their costs without sacrificing the 
quality of care? (The strong and emo- 
tional polarity of views on the merits of 
FPs versus NPs is demonstrated in Dorf- 
man [1982], Goldsmith [1981], Keenan 
[1981], Kinkead [1980], Siafaca [1981], 
Starr [1982], and White [1979]. 
Accounting analysis can play an 
important role in assessing the relative 
performance of NPs and FPs. However, 
there are important differences in the 
financial disclosure requirements and 
accounting methods of the two types of 
hospitals. FPs must meet corporate 
accounting standards and in many cases 
SEC disclosure requirements as well. 
In contrast, NPs are guided by fund 
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accounting disclosure requirements for 
hospitals, and. municipal accounting 
requirements often apply for govern- 
ment-owned, NPs. (See, for example, 


AICPA [1972, 1974, and 1980].) In addi- 


tion, hospitals provide a complex mix of 
services and patient care. Fair compari- 
sons of hospitals require careful disag- 
gregation of cost differences due to the 
volume and mix of health care services 
provided. As will be demonstrated in the 
following discussion, there is good rea- 
son to question whether presently avail- 
able accounting data can be used in a 
manner that will provide accurate an- 
swers to the questions posed above. Cer- 
tainly, analysis of such data has not yet 
yielded any significant insight into rela- 
tive hospital performance, the nature of 
hospital cost increases, and ways to con- 
tain these costs. - 

To clarify the potential contribution 
of accounting to the resolution of these 
issues, this paper addresses the basic 
problems associated with the analysis of 
FP and NP performance: Do the incon- 
sistent disclosure requirements and 
accounting methods used by FP and NP 
institutions affect the ability to evaluate 
the relative performance of these organi-. 
zations? Are additional or more consis- 
tent disclosure requirements needed to 
help assess the impact of the increased 
presence of FPs on health care costs? In 
the first part, various studies completed 
over the past decade are reviewed to 
demonstrate how. questions about per- 
formance have been addressed .and the 
ambiguous conclusions that have re- 
sulted because of deficiencies in pres- 
ently available accounting data and the 
lack of necessary adjustments. In the 
second part, actual financial statements 
are examined and adjusted in various 
ways to determine the kinds of infor- 
mation necessary to resolve the ques- 
tions of whether FPs or NPs are less 
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costly, more efficient, and better 
managed. A controlled environment was 
used so that actual performance and 
data underlying the financial statements 
were available to assess the accuracy of 


conclusions de on financial statement 


analysis. 

This comparison leads to certain con- 
clusions about the typés. of disclosures 
and accounting policies that are needed 
if analyses of financial statements are to 
yield accurate assessments of the relative 
performance of FPs and NPs. It is clear 
that more basic disclosures about out- 
. puts, payor mix, and costs are needed to 
. make FP and NP financial statements 

-useful for evaluating performance. The 
revised disclosure. requirements identi- 
fied in this study will help to clarify the 
cause of cost increases, which in turn 
may lead to ways to contain hospital 
costs. 


- LITERATURE SURVEY 


Studies comparing-FP and NP hospi- 
tals have - - generally. focused on four 
dimensions of performance: quality, 


© cost: of operation, fees charged for 


services, and operating. efficiency. Cur- 
rent knowledge as reflected in studies 
published in the past ten years is reviewed 
below for each. of these four areas. 
Appendix A summarizes the results of 
studies addressed in this literature 


review. As background for this literature ` 


review,. the differences between NP and 
-FP hospitals that can affect the financial 
and operating performance are summa- 
rized in Appendix B. In short, the key 
advantage of FPs is their access to equity 
capital markets. On the other hand, NPs 


.. can attract donated capital and services ` 


and issue tax-exempt debt at lower inter- 


est rates. NPs also do not have to pay 


income and property taxes. 


Quality. | 
. In spite of concern that quality "T care 
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may be sacrificed to enhance profits, 


. studies of FPs vs. NPs document no 
ascertainable quality differences. These 


studies have used several mezsures of 
quality including accreditation [Stein- 
wald and Neuhauser, 1970], inc:dence of 
malpractice claims, possession of high-. 
prestige technology, existence of suspect 
practices [Clark, 1980], and death rates 
[Bays, 1977].' It has also been suggested 
that FPs' greater access to equi-y capital - 
markets allows them to finance the pur- 
chase of state-of-the-art equipment, 


which promotes quality by attracting 
physicians and increasing the types of 


care available [Frost and Sullivan, 1982; 
Riffer, 1981]. However, the results of - 
existing studies suggest that any cost dif- ` 


ferences found among FPs anc NPs are 


not primarily due to quality differences. - 


. FPs.and NPs both need to mairtain high 


quality levels to satisfy physicians, or 
they risk losing patients; there is no evi- 


dence that ownership type or corporate 


control has any effect on the quality of ` 
care [Harris, 1977]. The dimensions of 
health care quality are broader than 


those tested in these studies (see, for 
example, Steinwald and Neuhauser, 


[1970], Dumbaugh, [1978], and Dona- 
bedian, [1978]). However, unless new 
definitions of quality are developed that 
are more rigorous, comprehensive, mea- 
surable, and widely accepted taan those 
noted above, there appears to be no basis ` 
for further examining this dimension. 


Cost 


Studies of FP vs. NP. costs odds 
conflicting evidence about relative hospi- 
tal costs. Several studies found that NPs 
had lower costs per day than FPs [Bays, 
1979; Clark, 1980; Lewin et al.; 1981; 


! One earlier study [Ruchlin et al., 1973; did find that 
NPs have lower quality based on death rates, unadjusted 
for case mix. This was refuted in a later SES [Bays, 


_ 1977] that adjusted Tor case mix. 
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Pattison and Katz, 1983]. Another study 
reported that FPs and NPs have similar 
costs per day but that FP chains have 
-- lower cost per day than independent FPs 
and NPs [Sloan and Vraciu, 1983]. The 
cost per admission is also considered in 
these and other studies, which also yield 
conflicting results.” The cost per admis- 
sion of FPs has been reported to be be- 
low [Clark, 1980], approximately the 
same as [Bays, 1979; Sloan and Vraciu, 
1983], and above that of NPs [Pattison 


and Katz, 1983]. In addition, in two 


studies that segregated chain from inde- 
pendent hospitals, FP chain costs per 
admission were lower than those of NPs 
[Sloan and Vraciu, 1983; Bays, 1979] 
- while another study found the opposite 
[Coyne, 1982].? 

One reason for these conflicting con- 
clusions is that these studies do not all 
examine the same hospitals during the 
same time period. However, this does 
not account for all the discrepancy. The 
ambiguous results primarily derive from 
four basic problems found in all of these 
cost studies. First, the studies do not 
consistently adjust for the NPs' cost 
. advantages arising from their legal status 


—Sspecifically, the lower interest rates ` 


paid on tax-exempt debt, the exemption 
from income and property taxes, the 
availability of tax-deductable donations 
for capital and operating expenditures, 
and the value of donated services pro- 
vided to NPs. Second, the price level 
effects on depreciation and borrowing 
costs associated with the timing of capi- 
tal asset purchases and lease contracts 
are not considered. Third, no consid- 
eration is given to the possibility that 
certain NP expenditures that are funded 
by restricted gifts and endowment in- 
come would not have been incurred if 
these restricted funds were not available; 
in such a situation, the true cost of oper- 
ations for the NPs would be less. Finally, 
the case mix is not explicitly measured; 
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hence, the output mix and relative costli- 
ness and amounts of resources needed 
to treat different types of illnesses are 
essentially ignored. In most studies the 
number of services offered is used as a 
case mix surrogate; in only one study 
[Bays, 1979] is a case mix severity index 
developed to control for output mix. 
Correcting for the cost differences due 
to variation in interest rates, tax subsi- 
dies, and price level effects would have 
been. difficult but possible with the 
cooperation of the hospitals. Case mix 
data have, however, been essentially 
unavailable. The deficiencies of these 
studies are primarily due to the absence 
of these necessary adjustments. The data 
critical for assessing the relative cost of 
NPs’ and FPs’ financial statements 
cannot be derived from the financial 
statements. There is no disclosure of 
property taxes, patient volume, case 
mix, price level effects, or the operating 
impact of donated funds and services. 


Fees and Charges | 


Another unresolved question is whether . 
FPs charge more for services regardless 
of whether the services are more costly. 
There appears to be evidence that FPs 
apply higher markups than NPs, which 
would contribute to their attractive earn- 
ings record [Lewin et al., 1981]. How- 
ever, whether FPs thereby have higher 
fees depends on their relative costs; if 
FPs have lower costs, then even with 
higher markups they may still have lower 
fees. FPs were found to have higher 
charges by Lewin et al. [1982] and Patti- 
son and Katz [1983], but this is contra- 
dicted by Sloan and Vraciu [1983], who 


* Cost per day and cost per admission are both used as 
performance measures because FPs have generally had 
shorter lengths of stay which can result in lower cost per 
patient even if their cost per day is higher. 

* [n addition to the original articles, a detailed suni- 
mary of these studies can be found in Sherman and 
Chilingerian [1984]. 
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reported that charges were lower in chain 
FPs with no difference between indepen- 
dent FPs and NPs. 

Further complicating the inconsistent 
findings of these studies is the lack of 
adjustment for case mix and payor mix. 


The payor mix affects net patient reve- - 


nues, since various payors such as Medi- 
care, Medicaid, and often Blue Cross 
pay hospitals for services at rates that are 
below the hospitals’ standard fee sched- 
ules. Financial statement disclosures are 
silent on the question of payor mix and 
the fee discount by payor, which seri- 
ously impairs their usefulness in compar- 
ing the margins of FPs vs. NPs. There is 
some evidence that FPs practice ‘‘cream 
skimming," whereby they selectively 
position.their hospitals to attract a 
patient case mix and payor mix that will 
maximize profits (see, for example, Bays 
[1977] and Lewin et al. [1982]), although 


this has been denied by some FPs (see, 


for example, Brown [1981]). These mix 
factors are not controlled for in these 
studies, and consequently definitive an- 


swers about relative fees and the exis- 


tence of cream skimming are unavailable. 
Operating Efficiency 
Operating efficiency has been defined 


and measured in many different ways. 


While it can be viewed as one aspect of 
. the cost of operations, it has, neverthe- 
less, been a focus of many studies 
attempting .to evaluate management's 
deployment of physical assets and 
human resources as distinct from the 


amount paid for these resources. It has 


been argued that NPs' operating effi- 
ciency is inferior to that of FPs because 
of a lack of business discipline among 
non-profit. managers [Clark, 1980]. This 
view is supported by Frost and Sullivan 
[1982], who suggest that FP chains have 
*staffing controls highly responsive to 


demand as well as controls to help limit. ` 
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the length of stay." The shorter lengths 
of stay of FPs may reflect greater effi- 
ciency but may equally be due to case 
mix differences as discussed above. 
Kushman and Nuckton [1977] found 
that FPs respond more quickly than NPs 
in adjusting their bed stock to the 
demand for care, which is another 
dimension of efficiency. | 
Studies that examined operating ratios 
also suggest that FPs are generally more 


efficient. For example, Lewin et al. 


[1982] found full-time equivalents of per- 
sonnel per patient to be lower in FPs, 
suggesting more efficient scheduling and 
job allocation. Lewin also found that 
FPs utilized lower fixed assets per patient 
day. Coyne [1982] reported tkat FPs 
have greater admissions per bed but that ` 
personnel utilizations are not signifi-. 
cantly different among hospital types 
(FPs vs. NPs and chains vs. indepen- 
dents). 

These operating efficiency studies lack 
specific case mix data. The nonfinancial 
data used are not subject to audit and 
may have inaccuracies or inconsistencies 
that could bias any conclusions. More- 
over, little insight is provided into the 
nature of operating differences that may 
exist and whether such differences are 
attributable to management practices in 
the NP and FP environments. One excep- 
tion to this [Wilson and Jadlow, 1982] 
focused on one area—Nuclear Medicine 


 —and found the FPs to be more efficient 


in resource utilization than NPs for that 
one service. Sherman and Chilingerian 
[1984] circumvented the cost and case 
mix output data problems and examined 


the frequency of use of a set of *'good 


management techniques." They found 
that FPs made greater use of shared ser- 
vices, bidding procedures for purchas- 
ing, demand forecasting, and other basic 
business management techniques, but 
the manner in which health care services 
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were provided by FPs and NPs did not 
appear to differ. 


Summary - 


These studies demonstrate the need to 
consider data not presently included in 
the financial statements when comparing 
the relative performance of FPs and 
NPs. While some attempts were made to 
correct for inconsistencies and unavail- 
ability of data, the studies were generally 
completed by individuals who are not 
primarily involved with accounting disci- 
plines, and accounting and disclosure 
issues were not a focus of their analysis. 
The result is a lack of any firm conclu- 
sions about the relative costs, fees, and 
operating efficiencies of FPs vs. NPs. 
Consequently, the public debate about 
the relative merits of FPs vs. NPs and 
their impact on health care costs is pri- 
marily based on emotional and qual- 
itative judgments. 


The next section addresses two ques- . 
tions: (1) Can the relative performance. 


of hospitals be more objectively under- 
stood through careful analysis of hospi- 
tal financial statements? and (2) What 


disclosures are critical for performance ` 


evaluation, and are these presently 


included in FP and NP financial state- - 


ments? 


ANALYZING HOSPITAL FINANCIAL 
STATEMENTS TO EVALUATE PERFORMANCE 


The purpose of this section is to inves- 


tigate the types of conclusions about per- 
formance that one can derive from ana- 
lyzing NP vs. FP financial statements. 
Where the data are found to be inade- 
quate, the additional data that would 
make the financial statements a useful 
tool for performance evaluation are 
identified. 

The most straightforward approach of 
using a set of actual statements of FPs 


and NPs would be unlikely to provide. 
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the insights needed for the following rea- 
sons: 

|. The output mix .of patients and 
payors of the hospitals would not be 
readily available. While hospitals 
might cooperate and provide payor 
mix data, there are few hospitals in 
the U.S. that have complete and 
accurate patient case mix data in an- 
accessible form, since they were not | 
required in the past. Case mix data 
are now needed for Medicare reim- 
bursement which applies only to 
patients over 65 years old. Hospitals 
are only now beginning to volun- 
tarily:maintain these data on a hos- 
pital-wide basis. 

2. Other types of data are needed to 
confirm the accuracy of a hospital 
performance evaluation. This would 
require a great deal of cooperation , 
and analysis on the part of each hos- 
pital. These problems are more fully 
documented in Sherman [1984]. 


Instead of using a set of FP and NP 
statements, it was decided to focus on a 
single NP hospital that could provide 
extensive analytic data about its opera- 
tions.* The audited financial statements 
of a nonprofit teaching hospital for 1982 
and 1983 were therefore used for this 
study. The statement of revenues and 
expenses was reorganized to accommo- 
date this analysis and is reproduced as 


*'The hospital used in this study is an urban teaching 
hospital with between 400 and 500 beds. It is not repre- 
sentative in that less than ten percent of U.S. hospitals 
have over 400 beds [AHA, 1982] and most hospitals are 
not teaching institutions. With very few exceptions, FPs 
are not teaching hospitals. To some extent, it is the size of 
the management staff and the analytic bent of this teach- 


_ing institution that resulted in the availability of extensive 


analytic data about its costs, output volume, and mix. 
Although this hospital may be considered atypical, the 
problems addressed through use of its data aretypical of 
all FP and NP acute care hospitals with two exceptions: 
(1) The teaching activities generate operating costs that 
would be absent in non-teaching hospitals; and (2) There 
is a great deal of grant-supported research which would 
be absent in most nonteaching hospitals. Comparison of 
teaching and nonteaching hospital costs would require - 


adjustment for these two activities. 
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Appendix C. The 1982 statement was 
adjusted for specific price level changes 
to reflect 1982 operations as they would 
have appeared with fee and cost level 
changes experienced from 1982 to 1983. 
The sizes of these price level changes for 
each revenue and expense category were 
provided by management based on inter- 
nal documents reflecting actual fees and 
salary cost changes. Construction cost 
changes and other changes that could 
not be internally estimated were adjusted 
by the regional consumer price and con- 
struction cost indices. Each adjustment 
is documented in the numerical foot- 
notes accompanying Appendix C. 

To compare FP vs. NP hospital opera- 
tions, the 1983 financial statement of the 
NP was recast to reflect the likely impact 
of a change in legal status from an NP to 
a FP hospital. These changes include the 
. addition of property and income tax, 
elimination of donated services and cash 
gifts, added revenues provided by Medi- 
care in the form of higher reimburse- 
ment rates to provide FPs with a return 
on equity, and the higher interest rates 
that would result from the absence 
of tax-exempt debt. These changes are 
described in the alphabetic footnotes 
accompanying Appendix C. 

Thus, the following four statements of 
revenues and expenses provide the data 
for this study: 


]. 1982 NP data as reported. in the 
Financial Statement 

2. 1982 NP data adjusted to reflect 
1983 price levels 

3. 1983 NP daa as reported in the 
Financial Statement 

4. 1983 FP data derived by revising 
the 1983 NP Financial Statement 


The analysis Ge in three parts as 
follows: 
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Part 1: NP vs. NP over two -onsecu- 
tive years 


1982 and 1983 NP statements are com- 
pared to determine the extent to which 
actual financial statement data and 
price level adjusted data can b= used to 
accurately identify trends and changes 
in operating relationships and to 
evaluate whether performance has 
improved (a comparison of szatement 
3 with statements 1 and 2). 


Part 2: FP vs. NP with ideniical out- 
put mix in the same year 


The FP is compared with an NP with 
identical output mix and operating 
methods to estimate the impact of 
legal status on operating costs (a 
comparison of statements 4 and 3). 


Part 3: FP vs. NP with different out- 
put mix in the same year 


The FP is compared with the NP for 
1982 adjusted to reflect 1983 prices (a 
comparison of statements 4 and 2). 
This comparison demonstrates the 
impact of a different output volume 

. and mix on conclusions reached about 
relative performance of FPs end NPs; 
it most closely reflects the type of 
analysis attempted in the studies 
described above. 


Part 1. 1982 vs. 1983 Operatiors of the 
NP Hospital Before and After Price 
Level Adjustments 


: How does the 1983 financial perfor- 
mance of the NP compare with that of 
1982 based solely on the financial state- 
ment disclosures? Table 1 summarizes 
elements of the financial statements in 
Appendix C that will be used for this 
analysis and provides added data that 
were needed to make this assessment. 

The income statement data in columns 
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TABLE 1 


COMPARISON OF THE NONPROFIT HOSPITAL—1983 vs. 1982 
(DATA EXCERPTED FROM APPENDIX o 


A B | C 
E 1982 i 1983 PLA 1982** 
Income Statement Data % (000's) % (OO ei % (000°s) 
Gross patient revenues. 135.6 ` $152,897 134.5 $171,602 > 135.6 $166,636 
Less: : l ; i 
Contractual adjustments 27.0 - 30,477 . 274 34,970 27.0 33,218 
Unreimbursed care 3.5 4,028 3.0 3,860 3.5 4,391 
Provision for uncollectable l l l 
. accounts 5.1 5,669 4.1 5,211 | 5.1 6,179 
Net patient revenue 100.0% — 112,723 100.0% — 127,561 100.0% — 122,848 
Operating expenses before interest E | 
and depreciation 92.9 104,766 90.0 114,805 89.7 . 110,297 
Depreciation | 3.9 4,435 . 5.0 ^ 6,357 3.7. 4,425 
Interest expense 0.6 719 3.5 . 4,526 0.6 744 
Total operating expenses 97.5*' 109,920 . 98.5 125,688- . 94.0 115,466 
Income from operations ` . | $ 2,800 $ - 1,873 $ 7,382 
Patient Day Data 


Number of patient days of care . 142,620 143,380 142,620 
Number of patient days in 1983 EG ax 
adjusted for severity index : : . 
compared to 1982 case mix i] 146,047 


Cost of care per patient day 
Operating Expenses before 
: interest and depreciation S IE l 
(OEBID) $ 735 $ 801 $ 77 
Case mix adjusted for 1983 . | $ 786 ` 


Total operating expenses per 
patient day including 


depreciation and interest | $ 771 $ 87 B $ 810 
: Case mix adjusted | $ 861 
Income per patient day | $ 19.65 .$. 13.06 ` $ $1.80 
Case mix adjusted $ 12.82 U 
Net Patient Revenue/Day $ 780 $ 889 l $ 861 
Case mix adjusted | E d $ 873 





* Difference due to rounding of percentages to one decimal. 
odi Price level adjusted PES) to reflect specific price changes from 1982 to 1983. See Appendix for details. 


A and B of Table 1 lead to the following cost increases is the type that has 

conclusions: - generated concern about rising 
| S hospital costs. 

1. Total expenses increased by 14.4 2. About 36 percent of this cost 

percent. This magnitude of annual increase was due to added depreci- 
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ation and financing costs (associ- 
ated with a major renovation of 
part of thé hospital and for equip- 
ping that area). Operating expenses 
before interest and depreciation 


(OBBID) actually increased about | 


9.5 percent. It might appear that 
the operating margin has improved, 
since OEBID costs decreased as a 


percent of net patient revenues’ 
from 92.9 percent in 1982 to 90.0- 


percent in 1983. The financial state- 
ments provide no other help in 
determining whether this improve- 
ment is due to higher fees, greater 
efficiency in managing operating 
costs, output mix, or one-time 
aberrations. 

3. Gross revenues have grown by 12.2 


percent while net patient revenues ` 


have increased by 13.2 percent. No 
data are provided on the extent to 


which the revenue growth is due to — 


increased volume, more expensive 
patient diagnoses, or higher fees. 
The higher growth in net patient 
revenues is apparently the result 
of less unreimbursed care and 
lower bad debt expenses. This is 
somewhat offset by greater con- 
tractual adjustments (the discounts 
given to health insurers like Medi- 
care, Medicaid, and Blue Cross). 
These changes suggest a shift in the 
payor mix of cases at this hospital, 
which may reflect a change in the 
case mix as well. For example, 
fewer Medicare cases could mean 
that fewer geriatric types of ill- 
nesses are being treated. 

4. Net income has decreased by about 
$930,000 and as a percent of net 
patient revenue primarily due to 
the cost increases noted above. 


Thus, from the financial statement 
data alone, one can derive an overview 
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of the flow of transactions and estimate 
the cash flows, but there remain many. 
unanswered questions which make it dif- 
ficult to assess the relative operating 
performance over these two years. 

Price Level Adjusted Inco:ne State- 
ment. One type of information that can 
promote understanding of cost varia- 
tions over time is the price level changes 
that affect the hospital. The 1982 state- 
ment, restated to reflect 1283 price 
levels, is presented in Column C of Table 
1. These data provide the following 
added insights: 


1. 1983 OEBID reflect a four per- 
cent increase over the price level 
adjusted 1982 level (versus the 9.5 
percent before adjustmer:t for price . 
levels). This may be due 1o volume, : 
case mix, or increases in the operat- 
ing cost structure (e.g., inefficien- 
cies or new technology). In com- 
parison with revenue, the price 
level adjusted OEBID were 89.7 
percent in 1982 versus 9C percent in 
1983. This suggests that there were 
no improvements in operating effi- 
ciency, as was indicated by the 
unadjusted 1982 statement, but 
rather a decline in operating mar- 

. gins and profitability before con- 
sidering the added depreciation 
and financing costs. | 


2. More than 73 percent cf the reve- 


nue growth was due to a nine per- 

` cent fee increase from 1¢82 to 1983. 
The balance of the increase in 
patient revenues may be due to vol- 

| ume or changes in the mix of cases, 
but this key issue cannot be 
resolved with the financial state- 
ment data. - | 


Thus, while price level adjustments 
refine the assessment of performance, 
important aspects of this question still 
remain unanswered. 
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Case Mix and Volume Data. When 
comparing two years of hospital opera- 


tions and any two hospitals, the volume 


and mix of care provided will naturally 
differ, as will the cost of providing the 


.. different mix and volume of care. To 


address the impact of volume and mix, 
the hospital provided two types of data 
not included in the financial statements: 


` 1. Number of patient days of care 
(a type of data commonly available 
but excluded from financial state- 

. ments). | 
2. Number of patient days of care 
.. provided for each Diagnosis Related 
"Group (DRG). DRGs represent 


one of a number of ways of seg- . . 


regating patient care into case cate- 
gories with relatively similar treat- 
ment requirements. DRG data are 

" now being generated by hospitals 
for the first time because, begin- 

. ning in 1983, the reimbursement 

. . for care to the elderly under Medi- 
..— careis based on a fixed fee for each 

|" DRG category rather than the cost 
_.of service rendered. While in the 

. - future hospitals will record internal 
. data about the number of Medicare 
patient days of care. in each of the 
approximately 400 DRG catego- 
ries, they are not required to collect 

or to provide this information for 


all patients, and few hospitals at 


this time have accurate records that 
would allow comparisons for two 


=. ‘or more fiscal years. (See Horn- ` 


brook [1982] and Becker and Stein- 

_wald [1981] for further informa- 
tion on DRGs and Other output 
measures.) 


The DRG data were sed to adjust for 
case mix by applying the relative cost 
estimated for each DRG based on the 
New Jersey DRG system to develop a 
cost index for this hospital for 1982 and 
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1983. (New Jersey has been using DRGs 
for several years on an experimental 
basis and currently has the most com- 
plete available data on reimbursement 
rates for each DRG category.) Within 
any one hospital, the case mix is not 
likely to shift dramatically from year to ` 
year. For the hospital used in this study, 


the 1983 case mix was found to be about ` 


1.8 percent more costly, reflecting a 
more severe case mix. Even this modest 
change was considered surprisingly large 
by hospital management and appears to 


. be meaningful in assessing operating per- 


formance. Note that for more dissimilar 
hospitals, the insights available from 
these data will be more dramatic. - 

The information about patient care 


volume and case mix is presented in the 


lower half of Table 1. Patient days 
increased from 142,620 in 1982 to 143,380 


. in 1983. A $106 per day increase is docu- 


mented, from $771 in: 1982 to $877 in 
1983. Of this, $40 is due to added depre- 
ciation and interest and $39 is due to 
price level changes. At this point, one - 
might conclude that the net increase in 


. OEBID costs is $27 per day ($106 less | 


added depreciation: and interest of $40 


and inflation of $39). However, the 


availability of a case mix measure that 
allows one to adjust the 1983 volume to 
make it comparable with 1982 case sever- 
ity generates a case-mix-adjusted patient 
volume of 146,047 days. Case mix thus 
accounts for $16 of the $27 per day 


increase in operating cost; the balance 


is likely to reflect pure operating cost 
increases. This last portion of the cost 
differential is most controllable by man- _ 
agement and is the basis for suggesting - 
that operating costs have actually in- 
creased. (This breakdown is summarized 
in Table 2.) 

The key point of this D E is that 
on the basis of financial statements 
alone, one could conclude that.cost of . 
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TABLE 2 
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RECONCILIATION OF COST PER PATIENT DAY —1983 vs. 1982 


Total cost per patient day in 1982 $771 100% 
Effect of price level changes from 1982 to 1983 on cost per patient day 39 5.1 
Total 1982 cost per patient reflecting 1983 price level $810 105.1 
Increase in cost due to added depreciation and interest costs associated with major renovation. 40 5.2 
Increase in cost due to change in case mix i.e., more severe set of DRGs 16 2.1 
Other causes of cost increases ll 1.4 
Total Cost Per Patient Day in 1983 $877 113.8 


care increased by about 14 percent; the 
source and nature of this increase could 
not be ascertained. Inflation data, out- 
put volume, and case mix data are nec- 
essary to make it clear that the cost 
increase is not indicative of a major de- 
cline in the operating efficiency, but that 
only $11 per day—or about 1.4 percent 
increase over 1982 costs—is unexplain- 
able and may reflect potential cost sav- 
ings from improved management. 

The financial statement analysis prob- 
lems described here are compounded by 
other problems encountered in compar- 
ing FPs and NPs, as will be illustrated in 
the following sections. 


Part 2: FP vs. NP with Identical Output 
Mix and in the Same Year. 


By analyzing the 1983 financial state- 
ment of the NP and its restatement in 
terms of an FP, one can examine cost 
variations in a situation in which there 
are no operating differences due to vol- 
ume, case mix, location, quality of care, 
operating methods, and assets in use. 
However, some differences that would 
occur in FPs are not completely reflected 
in the revised financial statement: 


1. The FP is assumed to have the 
same operating costs as the NP 
except that research expenses and 


restricted gift and endowment 
income are eliminated. Some of the 
operating expenses that remain in 
the FP may be indirect costs of the 
research activity, and cons=quently 
operating expenses of the FP may 
be overstated. Offsetting this to an 
undeterminable extent are certain 
operating costs in the NP for pro- 
grams funded with restricted funds 
that might be eliminated if restricted 
funding were to become unavail- 
able. | 

The FP may well have mace differ- 
ent operating and financing deci- 
sions than the NP. For example, 
FPs can benefit from investment 
tax credits on equipment and the 
ability to use building and equip- 
ment depreciation expenses to 
reduce income taxes. This could 
make purchases of capitel equip- 
ment more attractive to FPs than 
use of added labor. There is also 


the possibility that FPs might. 


accept a lower volume of -ree care 
patients, since this depresses earn- 
ings. | 

The risk profiles of the FP and NP 
differ and would affect -he bor- 
rowing rate. While an attempt to 
adjust for borrowing costs is re- 


flected in the higher interest attrib- 
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uted to the FP, this is not a pre- 
cisely determined risk adjustment. 
A differential of three percent (see 
Appendix C) between tax-free and 
corporate bond interest was used, 
but this differential could be much 
greater; for some hospitals at cer- 
tain times, it may also be lower. 


What conclusions might be revealed 
by comparing this FP and NP for the 
same year of operation? The data from 
Appendix C that are used for this analy- 
‘sis are presented in Table 3. OEBID of 
the FP are higher, although by less than 
two percent. This difference primarily 
reflects the FPs’ need to replace donated 
services and pay property taxes. Even 
with the addition of the higher FP inter- 
est cost, FP total expenses before taxes 
are only about 1.2 percent above those 
of the NP. This is also manifest by NP 
cost per day of $877 versus $887 for the 
FP. The revenues of the FP are higher 
due to the Medicare return on invest- 
ment reimbursement supplement, and 


not to case mix or a higher fee schedule 


in the FP. 

Nevertheless, the FP may appear to be 
more profitable and/or efficiently man- 
aged to the extent that it has lower oper- 
ating costs as a percent of net patient 
revenues (89.1 percent for the FPs vs. 
90.0 percent for the NP). The higher FP 
operating margins are offset by higher 
interest costs resulting. in lower pretax 
operating income for the NP (1.4 percent 
of net revenues) than the FP (1.5 percent 
of net revenues). The FP also appears to 
charge more for services ($900/day) than 
the NP ($889/day) even though it earns 
only about 80 percent of the NP's net 
income. 
. : Inthis simple example, any dif ferences 

in the FP and NP performance are com- 
pletely beyond the control of manage- 
ment and are largely artificial, even 
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though the ratios suggest that such dif- 
ferences exist. While the operating 
expense differences arising from legal 
status may be inconsequential in this 
instance, in other situations they may 
well be substantial. The interest rate dif- 
ferential and income taxes are poten- 
tially significant and clearly warrant more 
attention. Fair comparison of FPs and 
NPs requires that data about these dif- 
ferences be available and be considered 
in the evaluation. 

Considering the evidence that FPs 
have performed well from an investor 
perspective, the NPs’ tax and interest 
advantages should make them even 
stronger performers on financial dimen- 
sions, other things being equal, based on 
the illustration in Table 3. In addition, 
studies that have found NPs to have 
higher costs and lower fees are likely to 
understate the magnitude of these per- 
formance gaps if the accounting data are 
not explicitly adjusted for the revenue 
and expense differences associated with 
legal status, as noted above. | 


Part 3: FP vs. NP with Different Case 
Mix and Volume 


The 1983 FP is now compared with the 
1982: NP adjusted to 1983 prices to pro- 
vide a comparison of two hospitals oper- 
ating in the same year with different 
(albeit modestly different) output mix. It 
should be emphasized that any coriclu- 
sions revealed will tend to understate the 
types of analytic problems that could 
occur because it is unlikely that any two 
hospitals would have a case mix, vol- 
ume, and payor mix that are so similar. 
The data are presented in Table 4. 

Quality differences would be minimal 
since no major changes in management 
or operations occurred over these two 


years. OEBID compared with net reve- 


nue may initially appear to be slightly 
lower for the FP based on financial 






































538 The Accounting Review, July 1986 
TABLE 3 
COMPARISON OF THE NP RESTATED AS AN FP ron 1983 
(DATA EXCERPTED FROM APPENDIX C) j 
FP 1983 
Based on 
NP 1983 NP 1383. 
(000's) % (000’s) % 
Gross Patient Service Revenue - $171,602 134.5 $173,149 134.1 
Deductions ,041 ,041 
Net Patient Revenue 127,561 100.0 129,108 100.0 
Operating Expenses before Depreciation 
and Interest (OEBID) 114,805 90.0 115,010 89.1 
Depreciation 6,357 5.0 : 4.9 
Interest 4,526 3.5 5,883 4.6 
Total Operating and Financing Expenses 125,688 98.5 127,250 98.6 
Income Before Tax 1,873 1.5 1,858 1.4 
Income tax expense N/A 854 
Investment tax credit (500) | 
Net Income |. $ 1,873 1.5 $ 1,504 1.2 
Patient Day Data 
OEBID per day $ 801 $ 802 
Total Operating and Financing 
Expenses per day $ 877 $ 887 
Net Patient Revenue per day $ 889 $ 900 


statement data alone: The FP experienced 
OEBID equal to 89.1 percent of net 
patient revenues vs. 89.7 percent for the 
NP. However, such a conclusion would 
overlook the volume difference, which 
indicates that the FP OEBID is $802 per 
day, 3.7 percent above the NP OEBID of 
$773 per day. The conclusion is still 
. incomplete; the case mix data indicate 
that the FP had a more severe case mix, 
so that its adjusted cost per day is $787, 
or only 1.8 percent above that of the NP. 
Note that only a small difference in case 
mix costliness (1.8 percent) results in 
overestimating the percent of operating 
cost per day difference by a factor of 
two. Most of the studies cited in the liter- 
ature review may be subject to this type 


of error. The differences in the FP and 
NP total cost per day are reconciled in 
Table 5. | | 

Only $13 per day or 1.5 percent of the 
cost per day is unexplained and poten- 
tially due to less efficient management in 
the FP. Without the benefit of the case 
mix and volume data and the ability to 
segregate known differences in TP oper- 
ating costs owing to their legzl status, 
one could have concluded that the FP 
was operating at much higher ccst levels, . 
potentially attributable to poor manage- 
ment. | 

Similarly, the unadjusted revenue per 
patient day might suggest that the FP is 
paid $39 more per patient day. ($900 for : 
FPs vs. $861 for NPs). However, the 
































$16 of this difference. The balance of the 


difference ($23) is due to special Med. 


care payments to FPs ($11), differences 
in payor mix ($5), and other unidentified 
factors. The point is that while the FP 
does appear to have higher revenues per 
patient, only $7, or less than one percent 
of the net revenues, are not attributable 
to the case mix or the payor mix. (See 
. Table 6.) 
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TABLE 4 
COMPARISON OF AN FP AND NP Wang DIFFERENT CAsE MIX ‘AND VOLUME 
(DATA EXCERPTED FROM APPENDIX C) 
NP 1983! FP 1983* 
(000's) 90 (0005) % 
Gross Patient Revenue ` $166,636 — 135.6 $173,149 — 134.1 
Deductions 
Contractual Adjustments . 33,218 34,970 
Unreimbursed Care 4,391 3,860 
Provision for Uncollectible Accts 6,179 5,211 
.43,718 44,041 
' Net Patient Revenue 122,848 100.0 129,108 100.0 
Operating Expenses before Interest 
and Depreciation (OEBID) 110,297 89.7 115,010 ' 89.1 
Depreciation 4,425 3.7 6,357 4.1 
Interest 744 0.6 5,883 4.6 
Total Operating and Financing Expenses 115,466 94.0 127,250 98.6 
Income Before Tax 7,382 ` 6.0 1,858 1.4 
Income tax expense ` N/A 854 
Investment tax credit N/A (500) 
Net Income $ 7,382 6.0 $ 1,504 1.2 
Patient Day Data 
OEBID per Patient Day (Unadjusted) $ 7m3 "$ 802 - 
(case mix adjusted) SA 787 
Total Operating and Financing Expenses ` 
per patient day (unadjusted) $ 810 $ 887 
(case mix adjusted) ` $ 871 
Net Revenue per patient day (Unadjusted) $ 861 $ 900 
(case mix adjusted) i $ 884. 
* Based on price level adjusted 1982 NP statement. 
* Based on conversion of 1982 NP statement to FP status. 
more severe FP case mix accounts for Summary 


The directions of the conclusions in 
these comparisons. are not likely to be 
indicative of FPs and NPs generally. 
Other factors may cause many of the 
conclusions to go in other directions. For 
example, FPs are believed to have less 
severe case mix and more favorable 
payor mix resulting in a patient popu- 


lation whose care is less costly and 
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TABLE 5 


RECONCILIATION OF THE FP AND NP Cost Per Dav 
(BASED ON DATA FROM TABLE 4) 


FP cost/day 
Adjustment to reflect more severe case mix 


. Case mix adjusted cost/day 
Added operating expenses due to FP status 
Added interest costs due to FP status 


Added depreciation and interest associated with renovation 


Unexplained excess of FP over NP costs ` 


NP Cost/Day 


who pay a higher percentage of the 
gross revenues—that is, contractual ad- 
justments will tend to be smaller. (For 
example, the Hospital Corporation of 
America's annual report for 1982 reflects 
contractual adjustments and provision 
for doubtful accounts of less than 16 
percent of gross revenue, compared with 
25 percent for the NP in this study.) The 
FP salaries and fringes have been found 
to be higher in some studies, whereas 
more businesslike management practices 
in FPs may lead to cost savings. Never- 
theless, this analysis makes clear that the 
conclusions that can be derived from 
financial statement disclosures alone will 
be incomplete and/or inaccurate. Finan- 
cial statements must be expanded to 
include the kinds of information indi- 
cated below if they are to be a useful tool 
for understanding the nature of rising 
hospital costs and the impact of FPs on 
the industry as the basis for developing 
legislation and corporate policies to con- 
tain health care costs. 


EXPANDED FINANCIAL STATEMENT 
DISCLOSURES NEEDED TO COMPARE 
HOSPITAL PERFORMANCE 


The comparative analysis completed 
in the previous section, along with the 








$887 100% 
(16) 1.8 
$871 98.2 
(1) 0.1 
(9) 1.0 
(38) : 43 
03) 1.5 
$810 91.3% 


review of other studies of FPs vs. NPs, 
suggests that the following supplements 
to the financial statements are needed to 
make them more relevant and meaning- 
ful for addressing hospital cost control.* 


1. Output Mix Data: Output volume, 
case mix data, and payor mix data 
should be provided in a form that 
will allow users to adjust revenue 
and expense data for volume and 
case mix. Standardized volume and 
case mix disclosures are needed to 
understand relative hospital costs. 
A table of patient days and/or 

patients treated in each DE.G cate- 
gory and the weighted cost level 
using the dollar weights used in this 


5 The potential users of hospital financial statements 
were identified as legislators, health care regulators, 
insurers, and hospital managers. While publicly traded 
FPs' financial statements are public informaticn, those 
of the NPs and nonpublic FPs are not as readily acces- 
sible. Legislators and regulators gerierally can sain access 
to these statements; e.g., the GAO can request! such data 
for any hospital receiving. any Medicare payments. 
Insurers and hospital administrators may not be able to 
obtain and therefore use these data in the ways intended 
in this study. While it is unlikely that privately held FPs 
can be required to make their statements generally avail- 
able, it can be argued that the subsidies provided by 
government should enable any citizen to examine the 
financial statements of any NP (see, for example, 
Herzlinger and Sherman [1980]). 
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TABLE 6 


RECONCILIATION OF FP AND NP Net REVENUE PER PATIENT Day . 


FP Net Revenue Per Patient Day 
_ Adjustment to reflect more severe case mix 


. Case mix adjusted net revenues per patient days 

Premium paid by Medicare to compensate FPs with a 
return on investment (not paid to NPs) 

(see Appendix C, note (a)) 

Difference in payor mix resulting in larger discount 
from fee schedule in NP ($306.53/day) than in 
FP ($301.55/day) 

Other unidentifiable differences 


NP Net Revenue per Patient 


study, or other acceptable weights 
that are considered to accurately 
reflect relative costliness of each 
DRG, should be adopted. The table 
should also enable one to apply 
other sets of weights as required. 
While DRGs have many well-docu- 


mented flaws, they are likely to be. 


the most widely available case mix 
measure and would be the most 


. expedient choice until they are 


replaced by measures more sensi- 


- tive to the severity of the case 
. mix. Another table summarizing 


the standard fees and the actual 
amounts that are paid by each 
group of payors would enable a 
user to evaluate the impact of 
payor mix on financial perfor- 
mance. | 

Price Level Data: Price-level- 
adjusted financial statement disclo- 
sures along the lines of SFAS 33 are 
needed to distinguish trends in 


operating costs that are not attrib-. 


utable to the underlying impact of 


inflation. Specific price level adjust- . 


ments would. be preferable to a 


general CPI, since in the example, 


the specific price levels by cost type 


. differed substantially. In addition, 


54] 
900 100.0% 
06 ` 1.8 
884 98.2 
(1) 12 
(5) 0.6 
(7) 0.8 





current cost data would provide a 
good basis for adjusting deprecia- 
tion costs, an adjustment that. was 
not possible but which was ac- 
knowledged in this study. 


. Disclosures of the Impact of Inter- 


est Rates, Research, Teaching, 
Fund Accounting, and Donated 
Services on NP Operations: The 


problems with comparing FP and 
NP hospitals were not primarily 


due to the existence of fund. ac- 
counting for NPs. The key unknown 
issue is the extent to which the 
donated funds and services result 


‘in operating costs that would or 


would not be incurred if these 
donations were absent. Manage- 
ment of NPs should be asked to 
estimate the impact of these dona- - 
tions on operating costs as well as 
the impact of other programs such 
as research and teaching, Similarly, 


the difference in tax-free vs. corpo- ` 


rate debt rates and waived property 
tax should be estimated and dis- 


. closed to provide a basis for esti- 


mating the interest cost subsidy 
provided to NPs. | 


. Line of Business Disclosure: Hos- 


pital revenues and operating costs 
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are currently reported as one line 


- of business. In actuality, multiple 
activities are encompassed in this 


one business. Notably, inpatient 
and outpatient care are not segre- 


gated. Corporate segment report- . 
ing could be extended to hospitals © 


to require separate reports of rele- 
vant segments. The reporting should 
at least segregate outpatient, teach- 
ing, and research activities. The 
volume and case mix for each line 
of business should also be provided 
for reasons discussed in 1, above. 

Such disclosures would in actuality 
be much more detailed than corpo- 
rate line of business data because 
the latter tend to incorporate a 
wider group of activities, products, 
and/or services in each segment 
category than are proposed here 
for hospitals. 


: Management Discussion and Anal- | 


ysis: The SEC corporate reporting 
standards require management dis- 
cussion and analysis to help readers 


' segregate price increases from vol- . 


ume changes, understand changes 
in operating cost levels, understand 
the impact of inflation, and assess 
the organization's short- and long- 
term liquidity pressures. Similar 
disclosures are needed for hospitals 


" to make comparisons more mean- 


ingful. 


. Government-Owned Hospital 


Reporting: The above recommen- 
dations should explicitly extend to 
government nonprofit hospitals, as 
this represents an area that. could 
be overlooked. as a result of the 
separation of the responsibility for 
establishing accounting standards 
between the Government Account- 
ing Standards Board and the Fi- 
nancial Accounting Standards 
Board. 
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. The types of disclosures suggested 
. above are largely extensions of reporting 


standards now required of most large 
corporations. The one notable exception 
is disclosure of outpatient volume and 
mix data. Questions of fairness and cost 
vs. benefit have been raised about dis- 


closures of this nature. Fairness to the 


accountor (i.e., the hospital) has been 
argued by Ijiri [1983] to be a key concern 
because the disclosure may damage the 
accountor vis-a-vis its competitors. Hos- 


pitals have been less vulnerable to this 


type of damage because of the nature of 
competition in this industry. Hospitals 
compete to attract physicians as a means 
of attracting patients, which has histor- 
ically meant an absence of price zompeti- 
tion. However, the pressure to reduce 
health care costs has increased -he price 


competition. More complete cost and 


volume disclosures may result in a net 
loss of patients and revenues for some 
hospitals. The issue is whether the public 
benefit will exceed this cost. 

The need for output disclosure is 
already acknowledged in the accounting 
literature for nonprofit organizations as 
reflected in the following excer»ts from 
the Financial Accounting Standards 
Board's Statement of Financial Account- . 
ing Concepts #4—Objectives of Finan- 
cial Reporting by Non-Business Organi | 
zanons (1980). 


Information about an ge S 
service efforts and accomplishir.ents is 
useful to resource providers and others 
in assessing the performance of a non- 
business organization and in making 
resource allocation decisions rarticu- 
‘larly because: . . . accomplishments 

^ 4... generally cannot be measured in 
terms of sales, profits, or ROI... 
[Paragraph 51] 


Financial reporting should provide 
information about the service efforts of 
a nonbusiness organization . . . [i.e.,] 
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how the organization resources are used 

in providing different programs or ser- 

vices. [Paragraph 52] | 

Ideally, financial reporting also should 

provide information about the service 

accomplishments . ..in terms of 

goods or services produced (outputs) 

and of program results . . . [Paragraph 

S3 ^ . |. | 

In the case of hospitals, the volume 
and mix of outputs are so basic to the 
operation that excluding these data se- 
verely constricts the usefulness of the 
financial statements in answering ques- 
tions about relative costs and perfor- 
mance. There are two opposing views 


about how hospitals should evolve. One - 


view is that NPs should lose their gov- 
ernment subsidies and allow lower-cost, 


more efficient FPs to take over. The 


other side argues that such subsidies are 
justified because NPs provide service for 
a different mix of patients than FPs and 
that they comprise a different set of in- 
stitutions that meet a distinct need in our 
society. At the operating level, a better 
understanding about whether there are 
efficiencies in FPs that NPs could bene- 
fit from, or vice versa, could lead to 
improved cost control for all hospitals. 


LI 


543 
Summary 


Currently, hospital financial state- 
ments provide no help or potentially mis- 
leading conclusions about these issues. 
The role of the accounting disciplines 
has historically been one of follower 
rather than leader in achieving break- 
throughs on issues of health care cost 
management. The expanded financial 
statement disclosures suggested in. this 
study could help resolve many of the 
ambiguities about the relative perfor- 
mance of hospitals and move accounting 
into a leadership role in dealing with the 
management of health. care costs. This 
study also suggests that there is an 
important role to. be played by the 


accountant in the continuing efforts of 


economists, hospital administrators, 
health care regulators, and legislators 
to understand the causes of rising health 
care costs and to identify ways to contain 
them. While other problems may arise in 
studying a large group of NP and FP 
hospital financial statements, these 
findings provide a strong set of initial 


.. hypotheses which can be further tested 


and expanded upon in future research. 
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APPENDIX B | 
FINANCIAL AND OPERATING DIFFERENCES OF NP AND FP HOSPITALS 








e FPs have access to equity capital not available to NPs. This also allows FPs to offer employees remuneration in 
the form of stock options and stock purchase plans that do not drain cash from the organization. This potentially 
would allow FPs to attract more professional managers capable of running more efficient and profitable 
hospitals. 


e FPs are corporations with shareholders who expect the Board to manage the organization to yield growing 
profits and cash flows. i 


e NPs are generally operated. to maximize service while maintaining solvency, rather than to generate >rofits that 
can be distributed to shareholders. 


e NPs are exempt from property and income taxes, resulting in lower operating expenditures. 


e NPs can receive tax-deductible donations, a source of capital not available to FPs. Such donations can replace 
the need to finance equipment purchases with debt, and there is no requirement to repay or provide a return to 
the donor. (These revenues are restricted funds and are consequently segregated from operating funds in the 
financial statements.) 


e NPscan attract donated services which may replace the need for expenditures on these services. FPs g2nerally do 
not receive such donated services, or receive them in significantly lower volume. 


e NPs can issue tax-exempt debt resulting in lower interest costs than FPs. 


e The mix of patient care (case mix) and the mix of payors may differ among FP and NP hospitals. The output mix 
is a basic issue in comparing costs of any businesses. This has been a key concern in hospitals due to the allegation 
that FPs seek a select mix of patients and payors to maximize profits. Case mix **cream skimminz" implies 
attracting a mix of illnesses that are particularly profitable due to the cost advantage. This is distingu:shed from 
payor mix ‘‘cream skimming'' where hospitals may attempt to attract patients who will pay the full rates charged 
by the hospital. Certain payors, such as Medicare, Medicaid, and frequently Blue Cross, pay less than full rates 
based on contractual agreements while private patients and other private insurers generally pay the full rates 
billed by a hospital (except, of course, for private patient free care and bad debts). Hence, the payor mix and the 
patient mix may differ among FP and NP hospitals. Case mix affects the cost of care while case mix and payor 
mix affect the revenue generated from services provided. 
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APPENDIX C 


STATEMENT OF REVENUES AND EXPENSES 


- Patient Services Revenues 
Room and Care 
Clinics . 

Special Services 
Supplementary Income 


Gross Patient Service Revenues 


Deductions from Patient Services 
Revenues 
Contractual Adjustments 
Unreimbursed Care 
Provision for Uncollectible 
Accounts 


Net Patient Services 
Revenue 


. Operating Expenses Excluding 
Research 

Salaries and Wages 

Fringe Benefits 

Services of Physician Groups 
Supplies and Expenses 


Operating Expenses Before 
‘Depreciation 
Depreciation Expense 


Operating Expenses Excluding 
Research 


Interest Expenses 


Income before other Revenues 
and Expenses 


Other Revenues and (Expenses) 
. Transfer of revenues for research 
and specific purposes 
Research Expenses 
Realized and Unrealized Gains 
(Losses) on Investments 
Net Investment Income 
: Unrestricted Gifts and Grants : 
Other 
Income Tax (State and Federal) 


Net other Revenues and 
Expenses 


NET INCOME 


Q) 


NP Price Level 
1982 Adjustment 


(000's) 


$ 45,364 
18,722 . 


88,433 
378 





152,897 


30,477 
4,028 


| ` 5,669 





40,174 





. 112,723 





50,638 

7,925 
16,101 
30,102 





104,766 
4,435 





109,201 





719: 





- 2,803 


8,423 
(9,065) 


279 
2,695 

126 

(59) 





2,399 





$ 5,202 








Factor 


9,095! 
9.0%) 
9.0%! 


3.5%? 


9.0%! 
9,099! - 


9.09! 


6.0%? 
6.0%? 
6.0%? 
3.5%? 


5.0%" 


3.5 (fo 2.4 


3.5%? 
3.5%? 


3.5%? 
3.5%? 
3.5%? 
3.5%? 


(i) 


, PLA-NP 


I983~82 
(000's) 


$ 49,447 
20,407 
96,391 

391 





166,636 


33,218 
4,391 


6,179 





43,788 





122,848 








110,297 
4,425 





114,722 





744 





7,382 


8,718 
(9,382) 


289 

2,789 
131 
(61) 





2,483 





$ 9,865 








(HIT) 
NP 1983 
(000's) 


$ 52,017. 
19,695. 
99,614 

276 





171,602 


34,970 - 
3,860 - 


5,211 





44,041 





127,561 





57,526 © 


8,638 
17,809 
30,832 





114,805 
6,357 





121,162 





4,526 





1,873 


8,780 
(9,510) 


965 
2,051 

122 
(433) 














NP Converted 


to FP 


Adjustments 
(000 d 


1,547* 


100° 
15* 


904 


1,357° 


| (8,780) / 


9,510/ 


(122)! 
(1 ,561) 
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v) 
FP 1983 
(000's) 


$ 53,564 
19,695 
99,614 

276 





173,149 


34,970 
3,860 


SAIL ` 





44,041 





129,108 





57,626 

8,653 
17,809 
30,922 





115,010 
6,357 





121,367 





5,883 





1,858 


965 
2,051 

(433) 
(1,561) 





1,022 
$ 2,880 
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APPENDIX C—Continued 


Adjustments for specific price level effects based on hospital management’s assessment of each revenue and expense 
item's change from 1982 to 1983. 

! Based on actual fee increase from 1982 to 1983. 

? Consumer Price Index from Statistical Abstract of U.S., U.S. Department of Commerce, 1984. 

3 Salary inflation rate experienced by hospital, 

* The construction cost increases from 1982 to 1983 were estimated by management to be five percent. The hospital 
uses straight-line depreciation. There were no major equipment disposals during 1982 and essentially ell assets had 
the same depreciation charge in 1982 and 1983, except for the renovation that accounted for substaatially all of 
the $1,922,000 increase in 1983 depreciation. No adjustment was needed to price-level-adjust the 1932 deprecia- 


tion, since the asset base is identical to that of 1983 except for the renovation. The depreciation expense in 1983 


would have been lower if the renovation had been completed in 1982. Hence, there remains an overstatement of 
the true increase in depreciation between 1982 and 1983. Similarly, the 1983 financing costs would have been 
lower had the renovation been completed i in 1982 due to lower construction costs which would have been affected 
further by the interest rates in effect in 1982, 

For purposes of this analysis, it is sufficient to know that 1983 operations reflect use of the same assets as 1982, 
except for the major renovation. In other hospital comparisons, detailed price-level-adjusted capital costs will be 
needed to clarify differences in the asset base used by hospitals. 

? Medicare provides a nine percent return on investment allowance to FPs, which is not provided to NPs, to 
recognize the FPs' objective of earning an adequate return on shareholder equity. The adjustmen: that would 
result was estimated as follows: 


Net hospital investment (assets — liabilities) - $62,400,000 

Return on investment allowance l 9% 
$ 3,526,000 

Percent of all patient care days related to Medicare patients 28% 
$ 1,547,000 


* NP estimated that it had about ten full-time equivalents of personnel valued at $10,000 per year cf donated 
services, that would otherwise have to be purchased. Total donated services substantially exceed th:s amount. 

* Fringe benefits related to donated services (item b). 

* Estimated property tax that would be assessed on hospital buildings if it were FP is $90,000. 

* The differential between the NP tax-exempt interest rate and the FP corporate borrowing rate is assumed to be 
300 basis points. The NP’s interest rates, which range from 8% to ten percent, were assumed to be ten percent in 
calculating the corresponding FP debt rate. Hence, the FP debt interest was calculated to be [(10% ~—2%)/10%] 
X [NP interest expense]. The actual spread between tax-exempt and taxable debt interest rates can very based on 
the level of interest rates, the percentage of debt financing, other hospital-specific risk factors, and the income tax 
rates and laws. While the spread of three percent assumed here is reasonable (see, e.g., Slater [1984], the actual 
spread may be much higher or lower, 

? 1n an FP there would be no restricted and unrestricted gift income to be transferred in to cover research and 
operating costs. Similarly, there have generally been no research activities at FPs, although this type of activity 
can be conducted at FPs, No adjustment has been made to estimate any changes in operating expenses that would 
result if the restricted funds for special purposes were absent. No adjustment was made to reflect any administra- 
tion overhead costs that might be reduced if. the research activities were eliminated. 

* Income taxes were estimated as follows: ` 


Income 
Tax 
Expense 
(000’s) 
Income before tax excluding capital gains on sale 
of investments ($3,529 — $965). ^. $3,476 
State tax at 8% | 278 $ 278 
Income before federal after state tax 3,198 
Federal tax (46%) 1,471 
Capital gains on sale of investments - 965 ) 


Federal capital gains tax assuming all gains are 
long-term (28%) | 270 
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State tax on capital gains net of federal tax 
saved from added state tax deduction l 
(77.1 —35.0) ; 42 














Income taxes before investment tax credit 2,061 
Investment tax credit (10% of $5 million equip- l 
ment additions) | (500) 
Income tax expense i $1,561 
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Wacpy M. ABDALLAH, Internal Account- 
ability: An International Emphasis (Ann 
- Arbor: UMI Research Press, 1984, pp. xv, 
114, $37. 95). 


: With the development of multinational enter- 


prises (MNEs) camean extension of the accounting 
function to record and report intracompany oper- 
. ations. Performance evaluation of foreign subsid- 
laries and their managers is a problem area that 
has evolved with this extension of the accounang 
function. 

Abdallah’s work focuses on the probiem of 
building a performance evaluation model for 
American MNEs that incorporates certain pre- 
viously ignored environmental factors. He begins 
by developing the' following general research 
hypothesis: **There is no association between non- 
controllable environmental factors of a particular 
foreign country and measured performance of a 
foreign subsidiary in that particular country" 
(p. 11). He uses noncontrollable to describe those 
. factors that affect business operations of a foreign 
subsidiary, e.g., sociological, economic, political- 
legal, and educational. The general research hy- 
pothesis then is subdivided into a series of null 
hypotheses that test for no association between the 
particular noncontrollable environmental factors 
and selected variables that have maximum impact 
on foreign subsidiary operations. 


Abdallah is a synthesis of the Farmer and Richman 
model (1980) and a model developed by Kinney 
(1968). Abdallah’s model isolates the effects of 


. noncontrollable environmental factors which then 


allows for estimating the relative managerial per- 


_ formance among a group of foreign subsidiary 


managers. The model used 16 noncontrollable 
environmental factors as.continuous independent 


. variables, ten industries as categorical independent 


variables, and 14 countries and country groups 
as categorical independent variables. Abdallah 
involves five parts in the structure of his MNE 
environmental model: (1) the general MNE envi- ` 
ronmental model, (2) an MNE environmental 
model of different industries, (3) an MNE envi- 
ronmental model of foreign countries, (4) an expla- 
nation of the impact of environmental factors on 
measured performance, and (5) the estimation of 
the managerial contribution as a controllable fac- 
tor by the foreign subsidiary manager. 

Using step-wise multiple regression and correla- 
tion, Abdallah found that the environmental fac- 
tors, taken by themselves, are not meaningful 


unless they are interpreted relative to specific 


. The author used a questionnaire survey to gather- 


the data necessary to test the formulated hypothe- 
ses. Of the 178 eligible American MNEs to which 
the questionnaire was sent, 56 responded, a re- 
sponse rate of 31.5 percent. The questionnaire 
~ gathered information on the measures used to eval- 
uate performance and the effect that each environ- 
mental variable has on subsidiary performance. 
The MNE environmental model developed by 


countries, or industries, or both. When looking 
at particular industries operating in particular 
countries, the environmental variables signifi- 
cantly affect the measured performance of foreign 
subsidiaries. The effect of sociological variables on 
MNE operations is more significant than the effect 
of the other environmental variables, with eco- 
nomic second, legal-political third, and educa- 
tional last. 

Abdallah's.book provides a good review of pre- 
vious studies on MNE performance evaluation sys- 
tems. The previous studies have suggested the need 
for development of a model that would incorpo- 


rate environmental factors into the performance 
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evaluation process. Abdallah has actually made ` 
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such an attempt and is to be commended for it. His 
work is good and can be used as supplemental read- 
ing for graduate level accounting and administra- 
tive control courses. In addition, this book is of 
interest to the practitioner as it provides a real step 
forward in solving the dilemma of developing a 
valid MNE performance evaluation model. 

HELEN GERNON 

Associate Professor of Accounting 
University of Oregon 


JEAN-LouP ARDOIN, DANIEL MICHEL, and 
JEAN ScHMIDT, Le Contrôle de Gestion 
(Paris: Publi-Union, 1985, pp. 448, 
FF340,000 paper, available only in French). 


This is another entry in the short list of textbooks 
covering management control systems whether in 
English or French. The stated objective is to fill a 
gap existing between the ‘‘how to control" books 
and the technical cost accounting texts. A distin- 
guishing featureis the equal treatment of the design 
of a management control system and its implemen- 
‘tation. | 

The first part, entitled **To Know,”’ includes six 
chapters covering (1) an introduction to manage- 
ment control, (2) fitting management control to 
the structure of the organization, (3) planning 
and budgeting, (4) computing and reporting of 
variances, (5) capital budgeting, and (6) transfer 
pricing. These chapters present conventional treat- 
ments of management control tools (e.g., plan- 
ning, budgeting, standards, variances, and transfer 
pricing). They can beimproved and would be more 


exhaustive with the addition of production, mar- ` 


keting, and sales variances; cost-investigation 
models; control techniques in not-for-profit orga- 
nizations; control techniques for multinational 
operations; and control for complex programs. 
The second part, entitled “To Know How," 
. includes four chapters covering (1) the organiza- 
tion of the controller's department, (2) the imple- 
mentation of a management control system, (3) the 
example of a ‘‘diagnosis’’ of a management con- 
trol system, and (4) the fitting of management 
contro] to specific functions. These chapters pre- 
sent a contingency model of the design and imple- 
mentation of a management control system. The 
model includes three phases: a need analysis con- 
sisting of diagnoses of the environment, the eco- 
nomic position of the firm, its structure, and its 
managerial decision process; an evaluation of the 
present managerial control system in terms of the 
needs of the firm; and conceptualization and 
implementation of a plan of action for the imple- 
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mentation of a better management cont-ol system. 
An exhaustive example of the implementation of 
the contingency model in a known French firm 
provides a step-by-step application of -he model. 
This clearly presents one of the few examples of the 
practical applications of the contingency model in 
the design and implementation of a managerial 
control model. It constitutes the major strength of 
the book compared to other management control 
texts, which lack such an exhaustive and compre- 
hensive analysis. 

The third part, ‘‘Perspective and Develop- 
ment," includes a single chapter covering the 
future role of the controller. 

This book represents a valuable addition to 
the ‘‘control’’ literature. It should be useful for 
readers of French as a supplement in undergradu- 
ate and graduate controls systems courses and as 
professional reading to those who have an interest 
in management control in general and practical 
applications of the contingency control models in 
particular. 

AHMED BELKAOUT 
Professor of Accounting 
The University of Illinois at Chicago 


MICHAEL J. BARRETT, GERALD W. LEE, 
S. PAUL Roy, and LETICIA VERASTEGUI, A 
Common Body of Professional Knowledge 
for Internal Auditors: A Research Study 
(Altamonte Springs: The Institute of Inter- 
nal Auditors Research Foundation, 1985, 
pp. xxi, 123, $25.00 paper). 


This book reports on the results of a research 
study commissioned by the Institute cf Internal 
Auditors. As the title implies, the objec-ive was to 
determine a common body of professional knowl- 
edge for internal auditors. The study exemined the 
knowledge of relevant disciplines, the skill in per- 
forming internal auditing tasks, and the 2xperience 
necessary to be a qualified and competent internal 
auditor. Consideration was given to the skills 
needed for both entry-level and senior-level posi- 
tions. This publication is intended primarily to 
assist and guide developers and teachers of certif- ` 
icate, degree, and/or continuing education pro- 
grams and courses for internal auditors 

The study found that the economic sector or 
industry in which an auditor worked played a sig- 
nificant part in the level of skill or Enowledge 
needed. For example, auditors in the financial 
services industry do not need to have as much 
knowledge as those in governmental/ncnprofit or 
manufacturing industries. Also, financãl services 
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industry auditors do not require knowledge in the 
same disciplines as those in other industries. 

Another finding was the allocation of time 
between financial auditing and other operational 
or systems audit tasks. The current study found 
that less than one-third of an internal auditor's 
time was spent on financial auditing. This has 
implications for auditing professors since most 
auditing courses are devoted largely to financial 
‘auditing. 

Of particular interest to academicians is Chapter 
4 which discusses the skills needed by eritry-level 
personnel. Those needed most include auditing, 
computers, accounting, and communications. Of 
far less importance are MBA-type areas such as 
finance, management, statistics, and marketing. 
Many academicians may question the.minor role 
given to statistics, but the authors explained that 
‘internal auditors rarely use statistical sampling 
despite the attention given the subject by profes- 
sors. The heavy emphasis on accounting-related 
topics is an indication that the modern internal 
‘auditor must be an accounting graduate and not 
the general-business-MBA type that often was 
hired for the audit staff in earlier years. 

Academicians and developers of continuing edu- 
cation programs should examine this study before 
implementing an internal auditing course or cur- 
riculum. The authors also suggest that their study 
has implications involving a need for a change in 


the IIA standards and in the content of.the CIA ` 


examination. 
DALE L. FLESHER 
Professor of Accountancy 
University of Mississippi 


AHMED BELKAOUI, International Account- 
ing: Issues and Solutions (Westport, CT: 
Quorum Books, 1985, pp. xiv, 364, 
$39.95). 


This book adds to the substantial number of new 
texts in this area in the last five years. Three 
chapters are of an overview nature, two concern 
translation and inflation accounting, five are on 
multinational (MNC) management, and one is on 


. economic development. This book has less of a - 


bias toward comparative financial reporting than 
many do. Its scope seems quite supportable and the 
ordering of issues is sensible. Its omission of 


assignment material may prove a drawback com- - 


pared to some competitor texts. 

I have three categories of concern with the con- 
tent. The first is the frequent lack of clarity of 
ideas. This begins in Chapter 1 with an inconclusive 
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discussion of the nature of international account- 
ing. Is it an academic subject or a set of practical 
problems for MNCs? This inconclusiveness makes 
it difficult to understand discussions of ‘‘the 
growth of international accounting" (p. 5) or 
“international accounting theory"* (Chapter 3). 

The book also reports on pressures to harmonize 
accounting standards for MNCs (Chapter 3). But 
one of the reasons given appears contrary: ‘‘Invest- 
ment institutions differ from country to country, 
thus causing differing information wants and 
usage" (p. 18). Then, in the chapter on the causes 
of national differences, three pages are devoted to 
accounting as a language, but no connection is 
established with the chapter's topic. Taxation is 
seen as a cause of differences, but the example 
given (VAT) seems quite irrelevant as an explana- 
tory factor between U.S. and U.K. (or other EEC) 
accounting: financial reports in both countries 
show sales net of sales taxes. 

The second concern is that the book has many 
misieading or incorrect statements. For example, 
we are told that Belgium has virtually no audit 
requirements (whereas quoted companies have 
needed auditors since 1953, and now all but small 
companies need them), and that statutory audit is 
compulsory for all French companies (whereas it 
does not apply to the very large number of smaller 
private companies). It is said (p. 20) that Whinney 
Murray Ernst and Ernst is the international arm of 
the U.S. firm Ernst & Whinney (whereas the latter 
international name is a replacement for the former 
international name). Also (p. 20) ‘‘European 
firms’’ are said to include both KMG and '*McLin- 
toech Main La Frentz’’ (whereas the latter has two 
spelling mistakes and was subsumed within KMG 
when it was formed). 

Later, we are told that the current rate method of 
translation was ‘‘first introduced and supported by 
the Institute of Chartered Accountants in England 
and Wales" (ICAEW) in 1968 (p. 94). This is mis- 
leading, as the method was predominant in the 
U.K. for decades before that and can be traced 
back to the nineteenth century. We also are told 


that only Greece does not levy corporate tax on 


distributed profits, whereas the national corpora- 
tion taxes of both Italy and West Germany are full 
imputation systems. 

The treatment of the EEC is odd. On page 14 itis 
implied that the U.K., Belgium, the Netherlands, 
France, and Germany are the members. In Chapter 
3, we are told that the membership is ten (p. 67), 
although the exhibits show nine (p. 70), and we are 
not told of the well-known increase in membership 
to 12at the beginning of 1986. The EEC Directives 
are discussed without mention that they have to be 
implemented by national laws; the brief discussion 
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of the fourth Directive gives no clue about its 
momentous changes to accounting in the U.K., 
Ireland, and the Netherlands (e.g., compulsory 
standardized formats) or in other EEC countries 
(e.g., more disclosure, and overriding "rue and 
fair view’’). 

The third concern is perhaps the most funda- 
mental: the book frequently describes subjects as if 
constructing a list, thereby ignoring the possibility 
of comparative analysis. For example, the discus- 
sion of currency translation goes country by coun- 
try using different terminologies. The main com- 
parative point is omitted: that the rules in the U.K. 
and the U.S. are now nearly identical. Then, the 
chapter on inflation accounting has no mention of 
the vital SEC interference in the U.S., nor of the 
central fact that the U.K.'s Sandilands Committee 
was government appointed. This leads to the omis- 
sion of the most important comparative point: 
from the.1960s to the present, developments 
throughout the English-speaking world have 
followed the same pattern at the same times. 

This problem, coupled with the fact that the 
early chapters only have sparse and unconnected 
facts on accounting in different countries, means 
that no coherent or accurate impression is given of 
financial reporting in any country. My view is that 
a student will float meaninglessly above a subject if 
discussions of ‘‘international accounting theory," 
the causes of international differences, or the 
classification of countries do not have an accurate 


and detailed description and analysis of major . 


financial reporting. differences between at least 
some countries. What is the point of knowing 
whether, for example, France is in the same group 
as Germany or whether harmonization is a good 
idea, if one knows nothing systematic about 
accounting in either country? 

I fear that all the above criticisms are related 
to.this last problem. Writers on international 
accounting seem to feel that students do not need a 
firm and detailed grasp of how accounting and its 
institutions work in several countries. This leads to 
the vagueness, inaccuracy, and lack of real com- 
parative analysis. Another symptom of the prob- 
lem is that, for example, of the 41 notes and 
references at the end of Chapter 1, only one was 
not a North American publication. As a result, 
important work is not discussed or referenced even 
if it is published in English but not in North 
America. This seems unwise in any field of 


accounting, but particularly in "international 


accounting.?' 
In summary, although this book has some weak 
aspects, it is by no means unique in these failings. 
Nevertheless, students may find some topicsclearly 
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covered, particularly in the second (management) 

half of the book. | 
CHRISTOPHER W. NOBES 
Professor of Azcounting 

babes of Strathclyde 

(Scotland) 


THOMAS J. BuRNs and HARVEY S. HENDRICK- 
SON, Editors, The Accountinz Sampler, 
Fourth Edition (New York: McGraw-Hill 
Book Co., 1280, pp. xxxv, €47, $10.95 
paper). | 


Realization of the importance of literacy in 
accounting often comes much too !ate in one's 
career. This book of readings can offer students 
this realization of the importance af literacy. A 
plan for usage should be established by the adopt- 
ing school for accounting students from the ele- 
mentary course through the senior vear courses, 
as well as for MBA students. Without a plan, the 
adopting school will lose the tremer.dous oppor- 
tunities of broadening the scope of accounting and 
of stressing the pay-offs of being literate in 
accounting. 

The editors recognize that their book is not just 
for elementary accounting students, although they 
limit their usage plan primarily to them. The 
reviewer ranked the 163 readings as tc applicability 
for sophomore, junior, senior, and V BA students; 
as to content; and as to overall value. A one-to-five 
scale was used with one being very limited; two, 


- somewhat limited; three, good; fouz, very good; 


and five, excellent. 


| TABLE] 
RANKINGS BY REVIEWEF. 


1 2 . 3 4 5 
Sophomores 4] 67 36 14 $ 


. Juniors 13. 44 49 42 15 
Seniors 11 34 38 67 ‘13 
-MBA’s . 12 38 34 49 30 - 
Content 14 19 32 $7 41 


. Overall 14 28 36 . 45 40 


The readings are inclusive of the =nglish litera- 
ture in accounting, and are up-to-cate. But con- 
sistency is lacking in the questions and the bibli- 
ography after each reading, and the editors provide 
few comments. Again, a carefully thought-out 
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. plan can present additional input on these matters. 
I would have pruned the “uplift” type of readings, 
but had a great deal of enjoyment from the entire 
collection and learned a considerable amount. The 
five best selections, in my opinion, were Ijiri's 
“The Maturing Process of Accounting Students 
.. "5 Davidson, Moonitz, and Nelson's ‘‘Tax 
Allocation: A Debate"; Frost's **The Hardship of 
Accoünting"; Ginsburg’s. ‘Negotiating Budgets: 
Games People Play"; and Medawar' s “What is 
Accountability?" - 

The fourth edition, like. the third (reviewed 
October 1977, p. 993), has about 90 percent new 
inclusions. The previous review commented on the 
financial accounting emphasis of the readings. The 
fourth edition contains a better balance with cover- 
age of financial, managerial, governmental, and 
international accounting, and planned economies. 
While the previous reviewer felt the third edition of 
595 pages was too short, I find that the fourth edi- 
tion is too long. But it is far better to be too long 
than too short in this effort. The editors are to be 
complimented for their massive efforts and good 
work. 

This book of readings, together with a carefully 
thought-out plan of usage, offers a very good 

opportunity for students to learn about account- 
ing's broad scope and to gain some literacy in it. 
This book could serve accounting students over 
their entire undergraduate careers; its current price 
makes it very affordable. The adopters who pre- 
pare the plan of usage will greatly benefit not only 
their students but also themselves. 

RICHARD G. VANGERMEERSCH 
Professor of Accounting 
University of Rhode Island 


J. OWEN CHERRINGTON, E. DEE HUBBARD, 
and Davip H. Lutuy, Cost and Manage- 
rial Accounting (Dubuque, IA: Wm. C. 
Brown Publishers, 1985,.pp. xxi, 884, 
$33.50). 


The stated SE of this textbook is to 
' balance a managerial, product costing, and quanti- 
tative orientation to cost accounting. The book 
contains topics commonly found in a typical cost 
accounting book. Each of the 24 chapters starts 
with an introductory paragraph clearly stating the 
chapter's objectives arid ends with a summary con- 
cisely highlighting the important points presented. 
The end-of-chapter materials include suggested 
readings, discussion questions, exercises, and 
problems. i 
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The book is accompanied by a solutions manual, 
instructor’s manual, student workbook, and a set 
of transparencies for selected exercises and prob- 
lems. Each chapter of the instructor’s manual con- 
tains an instructor’s outline, test bank, and test 
bank solutions. The manual also contains 101 
pages of lecture material in a form suitable for 
making transparencies for classroom use. 

The strengths of this book are its readability, 
flexibility, and abundance of end-of-chapter mate- 
rials. Short sentences make the book highly read- 
able. An extensive use of graphs, figures, and 
exhibits further enhances its clarity. The presenta- 


. tion of the relationships of overhead variance anal- 


ysis methods (2-, 3-, and 4-way analysis in Chapter 
16) exemplifies the success of such use. In general, 
concepts and terms relevant to each chapter are 
explained clearly before any additional material is 
presented. Most chapters are self-contained and do 
not refer to materials given elsewhere. Thus, 
instructors desiring a sequencing of topics that is 
different from the book should experience minimal 
difficulty. Appendices at the end of certain chap- 
ters give instructors additional flexibility in select- 
ing topics to be included in a course. Finally, suffi- 
cient end-of-chapter materials make it easy to 
select desirable assignments. 

The book, however, has several weaknesses. 
First, the level of difficulty seems to vary from 
chapter to chapter. Particularly noticeable is the 
fairly complex presentation of ''additional fea- 
tures” of process costing (Chapter 10), followed by 
a chapter with relatively easy exercises and prob- 
lems. Second, the book contains some conceptual 
and printing errors. For example, charging market- 


ing and administrative expenses to by-product 


inventory (p. 358) should not be acceptable in 
theory or practice. The heading of the first table in 
Problem 8.7 (p. 271), titled **Direct Overhead 
Total Work In," obviously is a misprint. Third, 


` some chapters need a variety of more challenging 


exercises and problems. As an example, almost ail 
assignments on variable costing vs. absorption 
costing require computation and reconciliation of 
net income under the two alternatives. Very few, 
if any, require consideration of the managerial/ 
behavioral implications of either costing approach . 
for internal reporting. Another weakness relates to 
the attempt to make each chapter self-contained. 
The repetition of some topics causes unneeded 
redundance as well as confusion. For instance, dis- 
position of variances is discussed in two consecu- 
tive chapters (15 and 16). Material price variances 
are prorated differently in the illustrations, with 


no explanation of the difference. The instructor ` - 


should be prepared to explain that the difference 
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occurs because of the timing of the variance com- 
putation. Additional (minor) weaknesses include 
the use of confusing terminology as well as errors 
(or lack of consistency with the book) in the solu- 
tions manual. For example, ''standard activity 
level" is used in place of ‘‘denominator activity 
level—a term commonly found in competing 
books. In the solutions manual, ‘‘normal loss” is 
used when ‘‘normal spoilage" should be. 

Overall, the book appears to be well-written and 
is suitable for an undergraduate cost accounting 
course. It also may be.used for an introductory 
managerial/cost course in an MBA program. But it 
does not seem to contain sufficient material for an 
in-depth coverage of managerial and quantitative 
topics at schools having a two-course sequence 
in cost/management accounting. This book may 
evolve into a major contender in the cost/manage- 
ment accounting arena if the weaknesses are 
eliminated in future editions. 

JEFFREY J. TsAY 
Associate Professor of Accounting 
The University of Texas at Arlington 


SIDNEY Davipson, MICHAEL W. MAHER, 
CLYDE P. STICKNEY, and ROMAN L. WEIL, 
Managerial Accounting: An Introduction 
to Concepts, Methods, and Uses, Second 
Edition (Chicago: The Dryden Press, 1985, 
pp. xxiii, 968, $35.95). 


This second edition represents a major expan- 
sion and reorganization of the first (reviewed 
January 1979, p. 247) while retaining a strong deci- 
sion-making orientation. The authorship has 
changed, with M. W. Maher replacing the late J. S. 
Schindler. The text combines a discussion of 
product costing that is more comprehensive than 
most management accounting texts with a strong 
treatment of decision making, budgeting, and 
performance evaluation. It is up-to-date and has a 
broad range of well-written problems. It is a fairly 
rigorous text that probably would fit best in an 
MBA curriculum, but would offer a challenge for 
undergraduates. 


The text is now divided into five sections: intro- . 


duction, cost methods and systems, managerial 
decision making, managerial planning and perfor- 
mance evaluation, and special topics. The intro- 
ductory section provides an adequate background 
to reorder the subsequent sections, but the cost of 
the flexibility is some duplication between the 
introduction and the section on managerial deci- 
sion making. 
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The section on cost methods and systems is sub- 
stantially expanded and now explains product cost- 
ing interms of a3 x2matrix of actual, normal, and 
standard costing on one dimension, and variable 
and absorption costing on the other. Both mana- 
gerial implications and bookkeeping examples are 
presented. Process and job order costing are added 
to the matrix as a third dimension and simple illus- 
trations of the bookkeeping involved areprovided. 

The section on managerial decision making also 
is expanded. The discussions of cosr/volume/ 


` profit analysis and capital budgeting rave both 


been expanded and reorganized. The tection on 
managerial planning and performance evaluation 
also has been expanded and the section on budget- 
ing has been reorganized. As in the previous edi- 
tion, the discussion of behavioral aspectsis limited, 
but adequate. The final section includes a chapter 
on cost allocation and a new synthesis ckapter that 
ties together topics from managerial and financial 
accounting (an innovative and useful addition). 
Chapters on financial accounting and financial 
statement analysis also are included in the final 
section. 

The problems may be the best part of this text. 
Their broad range allows assignments t be chal- 
lenging or straight-forward. The instructor’s man- 
ual, study guide, solutions manual, and transpar- 
encies are competently done and complete. ` 

In summary, this edition represents a major 
improvement in a text that already was good. It is 
challenging and up-to-date in its approach and 
methods.. The focus is more economics/finance 
than behavioral science, but the cases allow for 
discussion of behavioral implications. This good 
book now is better. 

JOHN M. LACEY 
Assistant Professor 
University of Southern California 


DoNarp H Drury and VIHANG R. ER- 
RUNZA, Managing Foreign Exchange Ex- 
posure (Hamilton, Ont.: The Society of 
Management Accountants of ‘Canada, 
1985, pp. vili, 130, Can. $15.00). 


Most of the empirical work that has been pub- 
lished in the area of foreign exchange exposure has 
dealt with practices of U.S.-based multimationals. 
For this study, Drury and Errunza surveyed the 325 
Canadian companies that the Canadian Institute 
of Chartered Accountants uses in the preparation 
of its annual publication, Financial Beporting 
in Canada. The data set resulted from usable 
responses from 58 companies. 
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The questionnaire explored the following issues: 
foreign exchange risk exposure (trarsactions, 
translation, and economic), management and 
responsibility for foreign exposure, management 
techniques used to reduce foreign exchange expo- 
sure, methods used to forecast exchange rates, and 
special issues dealing with the translation of for- 
eign currency financial statements. The authors 
discuss each of these issues, then use appendices 
for presenting the cover letter, follow-up letter, 
questionnaire, a list of the companies surveyed, 
and a glossary of foreign exchange management 
'terms. 

Each chapter has a brief discussion of con- 
ceptual issues that relate tc the topics covered. 
Some chapters clearly are stronger than others in 
_ this, but all of them provide some useful informa- 

tion to readers who may not be well versed in the 
issues. Then the authors present and briefly discuss 
data from the questiorinaire. In most of the chap- 
ters, the authors compare their results with other 
Studies on foreign exchange management, espe- 
cially the Evans, Folks, and Jilling study conducted 
for the FASB in 1978. Drury and Errunza appar- 
ently used that study as an important foundation 
for identifying the issues that they investigated. 
. The book is primarily descriptive rather than 
normative.The authors do not attempt to mix 
theory with practice to recommend what Canadian 
companies should do. Instead, their objective is to 
provide data on corporate practices in Canada. 
Their book is an important addition to the empiri- 
cal literature, because it provides some useful 
information in the Canadian context. The infor- 
mation was gathered before companies had 
adopted the new standard for translating foreign 
currency financial statements (similar to SFAS 52 
in the United States), so it is difficult to know if 
corporate practice is the same today. Bu: the data 
are interesting and useful. 

The book is a good reference book for academics 
and also could be used as a supplement in courses 
that deal with foreign exchange management. It 
would not be suitable as.a stand-alone textbook. 

Les H. RADEBAUGH 
Associate Dean and 
Professor of Accounting 
Brigham Young University. 


LESTER E. HEITGER and SERGE MATULICH, 
Cost Accounting (New York: McGraw- 
Hill Book Co., 1985, pp. xxi, 962, $33.95). 


The authors state that their new cost accounting 
text ‘‘was written to satisfy the needs of accounting 
majors and nonaccounting students who desire a 
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strong background in cost accounting concepts 
and procedures and in the managerial reporting 
process” (p. xvii). This goal is only partially ful- 
filled because supplementary materials would be 
needed with this text for a course that is to havein- ` 
depth coverage of cost accounting topics. 

The text comes with several teaching aids—a 
solutions manual, an instructor's resource manual, 
exam questions, and transparencies. The instruc- 
tor's resource manual contains detailed informa- 
tion about the problems and exercises in the text. 
The solutions manual has answers to all the assign- 
ment material; unfortunately, it contains a number 
of mistakes. The transparencies were sent to this 
reviewer with no backing sheets of paper; this 
makes them difficult to handle and use. Also, 


. associated with this text is a job-order costing prac- 


tice set (The Omni Manufacturing Co.) for the 
IBM PC and microcomputers that are strictly com- 
patible; this practice set will not work on some IBM 
compatibles such as the Zenith and the Eagle. 

The style of writing is good and the organization 
is flexible and logical. The diagrams, charts, and 
tables are easy to follow. The authors use many 
examples and problems that are realistic. The prob- 
lems range from trivial to the more difficult CPA/ 
CMA type questions. What the authors call cases 
generally are what other authors use as regular 
problems. 

The job-order costing and process costing. 
methods are covered with a variety of segmented 
examples and problems. A supplement will be 
needed to illustrate the complete flow of costs in 
these costing methods together with supporting 
journal entries. 

In the coverage of standard costing, variances 
are computed by both formulas and the bench- 
mark format approach. A discussion of standard 
process costing is started in Chapter 8 and then 
quickly dropped. A supplement would be needed 
to show the role of equivalent units and the asso- 
ciated journal entries. The proration of variances is 
briefly mentioned, but not developed, so supple- 
mentary materials would be needed to cover this 
topic. Also, the coverage of standard costing does 
not include the realistic situation in which the firm 
has beginning inventories and the resulting compli- 
cations. 

The so-called **in-depth cost accounting topics” 
in Chapters 18 and 19 areeasy and wordy. The cov- 
erage of accounting for manufacturing overhead 
contains some realistic examples, but the atten- 
tion given to service department cost allocation 
methods is shallow; the step-down method is 
ignored completely and the reciprocal method is 
relegated to an appendix and illustrated with a 
trivial example. 
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The authors occasionally use their own terminol- 
ogy without mentioning the térm(s) that may be 
more commonly used. For example, in the case 
where joint products have no market value at split- 
off and the joint cost allocation basis is further 
processing sales price less separable costs, the 
authors call the allocation method ‘‘Estimated 
Value at Split-off," while most other authors call 
this the **Net Realizable Value Method." 

In thé discussion of mix, yield, and contribution 
margin variances, the authors use complex and 
wordy formulas (some of which are wrong) for 
computing variances. Since the authors introduced 
the benchmark format approach in the standard 


costing chapters, one wonders why they didn't use 


it here to avoid their complicated formulas. 

The **Tools for Managerial Analysis" section of 
the text would be more appropriate for a manage- 
ment science textbook. Several of the examples and 
. assignment exercises and problems have little or 
` nothing to do with accounting. In the regression 


analysis chapter, the use of the standard error of ` 


the estimate to develop a range for the dependent 
variable is incorrect (p. 838). 

This is an average text that is easy to read and has 
many realistic examples. It can best be used in a 
class where the teacher does not require in-depth 
coverage of cost accounting topics. 

ROLAND A. MINCH 
Associate Professor of Accounting 
State University of New York at Albany ` 


JACK E. KIGER, STEPHEN E. LOEB, and GOR- 
DON S. May, Accounting Principles (New 
York: Random House, 1984, pP. XXV, 
994, $30.00). 


This is a comprehensive accounting principles 
text. Twenty of the 28 chapters deal with financial 
accounting topics, seven deal with cost and man- 
agerial subjects, and one deals with taxes. 


The first 13 chapters use a single-owner business. ` 


Three of these (Chapters 2-4) provide coverage of 
the accounting cycle. A special feature is the intro- 
duction of internal control in Chapter 7 and the 
discussion of its relationship to specific assets and 
liabilities in subsequent chapters. 

Chapter 14 introduces accounting for partner- 
ships, and Chapters 15-18 introduce corporation 
accounting including consolidation. The remain- 
ing financial accounting chapters cover the state- 
ment of changes in financial position, cash flow, 
and financial statement analysis. The seven cost 
and managerial chapters cover responsibility 
accounting and branch accounting, manufactur- 
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ing operations, job cost and process ccst systems, 
cost-volume-profit analysis, budgeting and stan- 
dard costing, managerial decision making, and 
capital budgeting. The tax chapter is compre- 
hensive for this level. 

In general, the chapters on cost and managerial 
accounting are presented in a simpler rranner than 
those on other topics. For example, the zost of pro- 
ductión report for process cost accoun- ing (Chap- 
ter 23) is presented using the averege costing 
approach. 

At the end of each chapter is a listinz that gives 
students a brief review of key point: that were 
covered. Many chapters also include one or two 
demonstration problems with the solutions. These 
problems help the student to learn the problem 
material and are a strong feature of th.s text. 

Each chapter has an adequate numoer of well- 


correlated questions, exercises, and prcblems. The 


variety of exercises and problems allows the 
instructor to select from the simple to the more 
complex. Most chapters also include a problem 
that requires the student to make a business deci- 
sion. 

'Substantial supplementary material :s available, 
for both students and the instructor. The material . 
for the student includes a student mastery guide, 
computer-assisted practice set, two manual prac- 
tice sets, and working papers. The raaterial for 
the instructor. includes an instructor's resource 
manual, solutions manual, transparer:cies, and a 
test bank that is available in computerized form. 

Two objectives of the book are accomplished 
very well. One was to enhance student awareness of 
the business environment. This is accomplished by 
using extensive actual business examples. The ` 
actual business examples are used in the text and in 
the assignment material. Another objective was to 
pay careful attention to vocabulary building. This 


. is accomplished by having two glossaries. One is 


dispersed throughout the text and the other is an 
extensive one at the end of the book. 
Side-by-side journal entries for the debtor and 


` creditor are used in Chapter 8 to illust-ate the dis- 


cussion of accounting for notes receivable and 
notes payable, and in Chapter 17 to ilustrate the 
discussion of accounting for the issuance and 
investment in bonds. Some instructors may not feel 
comfortable teaching these topics in this manner. 

Income taxes are discussed only briefly prior to 
Chapter 28, which covers taxation of individuals, 
taxation of corporations, interperiod income tax 
allocation, and tax planning. The authors’ opinion ` 
is that this is **the point at which students are best 
equipped to understand the discussion" (p. vi). 
This presentation will cause problems for instruc- 
tors who do not find time to cover Chapter 28, but 
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would like some coverage of topics such as income 
tax expense and tax allocation with other topics. 

Parts of the book are conceptual; for example, 
the coverage of qualitative characteristics of 
accounting information and the quantitative con- 
straints on accounting information (Chapter 13). 

In some areas more coverage is given to minor 
topics than will be appreciated by some instructors; 
an example of this is the 13 pages devoted to pay- 
roll accounting (Chapter 12). In other areas more 
coverage should be considered. For example, the 
coverage of present and future value concepts 
(Appendix to Chapter 17) could be expanded; this 
in turn could be used to improve the coverage of 
capital budgeting (Chapter 27). 
. In summary, the text generally is well written, 
and would be suitable for the standard under- 
graduate course in accounting principles. 

CHARLES GIBSON 
i Professor of Accounting : 

The University of Toledo 


A. LAWRENCE KOLBE and JAMES A. READ, 
JR., with GEORGE R. HALL, The Cost of 
Capital: Estimating the Rate of Return for 
Public Utilities. (Cambridge, MA: The 
MIT Press, 1984, pp. ix, 183, $25.00). 


In no section of the economy is accounting of 
more importance than in those portions of the 
public utility industries in which rates are regulated 
by governmental agencies. The courts have deter- 
mined that the price of services provided by regu- 
lated utilities should be set so that the utility can 
recover the cost of providing the services, plus a 
fair return on the fair value of the property. The 
costs are obtained from the accounting records. In 
most jurisdictions, the fair value of the property is 
determined by its historical cost. Only the determi- 
nation of what is a fair rate of return falls outside 
of accounting, narrowly defined. 

This book explores the question of how the fair 
rate of return should be determined. It is the out- 
growth of a report made to the California Public 
Utilities Commission, the senior author of which 
was Professor Stewart Myers of MIT. The book is 
designed primarily for persons involved in the rate 
setting process (commissioners, staff, and wit- 
nesses) and students of regulation. 

As a first step, the authors demonstrate that the 
allowed rate of return to the common stockholder 
should be the cost of the utility’s common stock 
capital. The remainder of the book is devoted to 
the problem of measuring the cost of capital 
obtained from this source. The various methods in 
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use are tested as to whether they are internally 
consistent, consistent with economic theory, 
require data that are readily available and are 
objective, and whether in practice they yield results 
that appear to be reasonable. 

The two methods that rank highest are dis- 
counted cash flow (the cost of capital is a function 
of today's price of the common stock, next year's 
expected dividend and the expected growth rate of 
the dividend—the classic Gordon-Shapiro model) 
and the capital asset pricing model (the cost of 
capital is a function of the current risk-free rate 
of return, the expected rate of return on assets in 
general, and a measure of risk). 

The authors report on the controversy in the 
finance literature about the theoretical soundness 
of the models and the measurement of the variables 
involved. On these matters the typical accountant 
wisely keeps out of the fray. 

Also widely used is the comparable earnings 
method. This involves the use of data from non- 
regulated firms operating under comparable risk 
conditions. The average ratio of net earnings (less 
preferred stock dividends) to the common stock- 
holders’ equity of the companies in the sample then 
is used as the cost of capital. 

The author’s discussion of this method displays 
a good knowledge of accounting: The accountant’s 
measurement of assets at historical cost has no 
economic justification, the calculation of deprecia- 
tion is essentially an arbitrary procedure, some 
accounting principles-make no economic sense at 
all (the treatment of research and development, for 
example), and the ability of management to select 
accounting principles from those generally 
accepted are pointed out as weaknesses of this 
approach. 

When they discuss the weaknesses of accounting 
data during inflationary conditions, the authors 
are on weaker ground. They refer to "true earn- 
ings,” but give little recognition to the controversy 
in the economics and accounting literature as to 
what is meant by "rue earnings" and as to whether 
anything like "true earnings” actually exists—or if 
it does, whether it can be measured. 

Less widely used methods such as a subjective 
allowance for risk and the setting of rates so that 
market value is equal to book value also are evalu- 
ated. 

The book contains an excellent bibliography of 
the literature on the cost of capital and rate regu- 
lation, 

Who would profit from reading this work? A 
person interested only in accounting narrowly 
defined would find little of interest. One who is 
interested in exploring the cost of capital concept 
would be better served by reading a sound business 
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finance text. However, accountants are beginning 
to spread their wings. Some of the national public 
accounting firms are beginning to market their ser- 
vices to utility commissions and utility companies, 
claiming expertise in rate regulation matters. Some 
accountants not so affiliated are doing the same. 
These persons would be well served by a rigorous 
study of the book. It fills a gap in the literature. 

CARL L. NELSON 

Visiting Professor of Economies 
University of California, Santa Barbara 


EDWARD S. LYNN and Joan W. NORVELLE, 
Introduction to Fund Accounting, Second 
Edition (Reston: Reston Publishing Co., 
Inc., 1984, pp. viii, 134, $19.95 paper). 


This paperback is intended primarily to give 
public administration and other -nonbusiness 
majors and practitioners the basic information 
they need to understand fund accounting princi- 
ples and concepts as they apply to the general fund 
of a governmental unit. Users of the book are.not 
required to possess prior knowledge of accounting 
principles or fund accounting because the essen- 
tials of the double-entry fund accounting model 
are covered using governmental accounting exam- 
ples and terminology. (The first edition of this 
book, published in 1974 and reviewed October 
1975, p. 935, was not available and thus was not 
considered in preparing this review.) 

The book is well organized and written in a 
concise and understandable manner. Its seven 


chapters contain excellent illustrations and. 


examples of the text material, along with an ample 
supply of questions and problems. But users will 


have difficulty comprehending several terms and - 


concepts unless they receive supplementary expla- 
nations from another reference source. Several of 
these terms and concepts (i.e., accrual and modi- 
fied accrual bases of accounting, interfund trans- 
fers, due from/due to other funds, and purchases 
and consumption methods of inventory account- 
ing) are introduced to the reader prior to, or in 
a few cases without, a discussion or explanation of 
their meaning. 

The first two chapters introduce the environ- 
ment and characteristics of not-for-profit 
organizations and all but four of the 12 fund 
accounting and reporting principles contained. in 


National Council on Governmental Accounting. 


(NCGA) Statement No. 1. The principles related to 
the accounting for fixed assets and long-term 
liabilities, the valuation and depreciation of fixed 
assets, and interim and annual financial reports are 
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excluded from Chapter 2. Because the major 
emphasis is on the accounting and repor-ing for the 
general fund and because these four principles 
relate to the general fund, they could appropriately 
have been discussed, at least briefly, aloag with the 
other eight. 

Chapters 3 and 4 introduce readers to the 
double-entry accounting model as it applies to 
fund accounting and the accounting cycle. Within 
these two chapters, Lynn and: Norvelle discuss in 
a concise, systematic, and effective manner the 
entity concept, the accounting equaton, jour- 
nalizing and posting, the trial balance, closing 
entries, and the post-closing trial balance. Chapter 
examples and illustrations easily take -he reader 
step-by-step through the accounting equation and 
cycle in a simplified and easy to understand style. 
The authors achieve this simplicity by limiting the 
number of accounts used in their examples and 
illustrations. But such a degree of simplification 
does raise the question of how well students make 
the transition from this book to a standard fund 
accounting textbook. The authors note in the 
preface that they facilitate this by gradually inter-. 
mixing assignments from Introduction to Fund 
Accounting with the general fund chapters of a 
standard fund accounting textbook. ` 

More advanced governmental accourting con- 
cepts, including budgetary entries, property tax 
accounting, encumbrance accounting, end inter- 
fund transactions, are discussed in Caapter $5. 
These subjects are treated in the same concise, 
simplified, and understandable style that is present 
throughout the book. But users of the bcok prob- 
ably will have a rather difficult time grasping the 
concepts underlying interfund transactions 
without a significant amount of assistance from 
another reference source. While the topic of inter- 
fund transactions is beneficial and necessary to 
an overall knowledge of governmental accounting 
and reporting, it is considered difficult 2y many 
accounting majors. 

Subsidiary revenue and expenditure lecgers and 
accounting for purchases of materials and supplies 
are discussed in Chapter 6, and examples cf the use 
of the subsidiary ledgers are given. The book con- 
cludes with a chapter on the preparation o7 interim 
and annual financial statements for the general 
fund. This chapter would appear to be a gcod place 
to briefly introduce the financial report.ng con- 
cepts underlying comprehensive annual financial 
reports and general purpose financial statements. 

Lynn and Norvelle more than adequatzly meet 
their objective of introducing public administra- 
tion and other nonaccounting majors and practi- 
tioners to the rudiments of fund accounting for 
governmental units. In addition to their zoncise, 
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systematic, and effective presentations of the sub- 
jects covered in the book, their numerous examples 
and illustrations are well developed and easy 
to follow. À comprehensive knowledge of fund 
accounting for governmental units cannot be 
achieved without a thorough study of accounting 
. principles. However, curriculum constraints faced 
by nonbusiness majors and financial and faculty 


resource pressures encountered by accounting. 


faculties may prohibit interested nonbusiness 
students from obtaining the pedagogically desir- 
able level of accounting knowledge prior to their 
enrollment in a traditional fund accounting course. 
While users may find the pace demanding and the 
transition to a standard fund accounting textbook 
challenging, they should be able to successfully use 
the book to achieve its objective. 

ROBERT B. Rocow 

Associate Professor of Accounting 
Auburn University ' 


JAMES A. O’Brien, Computers in Business 

. Management: An Introduction, Fourth 
Edition (Homewood: Richard D. Irwin, 
Inc., 1985, pp. xxiii, 884, $28.95). 


From my file of Accounting Information Sys- 
tems (AIS) course syllabi, I can point to a vast 
spectrum of concepts that are taught under the 
rubric of AIS. This runs the gamut from the theory 
of information to learning how to do spreadsheet 
budgeting on a personal computer. Selecting an 
_ AIS text is part of a much more global task of 
developing a focus for an AIS course. 

Generally, accounting students take some type 
of introductory computer course before the AIS 
course. The content of this introductory course 
and the type of exposure students get (or can get) 
to the use of computers from other courses are 
Obviously important considerations in setting up 
the AIS course. At our university the AIS course is 
a fifth-year elective for professional accounting 
students working for a master's degree. Other 
departments teach technical courses concerned 
with topics such as systems design, programming 
languages, and data bases. 

Our accounting students get a good introduction 
to many of these topics in their introductory com- 
puter course. They also learn to use a personal 
- computer. What is missing in their background is a 
management orientation to the capabilities and use 
of computers. They certainly must be well versed in 
the use of personal computers and business soft- 
ware. However, they also must have a good over- 
view of such areas as hardware, software, data 
communications, business computer systems, and 
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how they are managed. This is the focus of the 
O’Brien book. 

It is an excellent guide to data processing tech- 
nology and its management. For example, the 
“software and programming” part of the book 
contains a chapter describing various types of pro- 
gramming languages and the environment in which 
they may be useful. This is a good supplement to 
the usual emphasis of introductory courses on 
learning to program in a particular language (e.g., 
BASIC). 

A chapter in the **modern information process- 
ing systems" part of the book gives a good over- 
view of data communications. It introduces the 
standard terminology that a manager must know if 
he/she is going to evaluate technical proposals and 
make rational choices between competing tech- 
nologies. A chapter in the last part of the book 
discusses the management of a centralized data 
processing center and the type of organizational 
structure and personnel that one usually finds. 

The text contains a wealth of descriptive material 
that is tied together with a good index and glossary. 
Accounting students who later find themselves 
interacting with data processing professionals will 
find this text to be an excellent reference source. 
Through the years, the text has been appropriately 
revised to keep up with the ever-changing focuses 
of data processing technology. The current edition 
has an unusually large number of multi-colored 
figures and photographs. The visual aids are 
extremely effective and are a major factor in the 
overall attractiveness of the book. The author's 
style is straightforward and the text is clearly 
written. 

The book also contains a 109-page appendix 
providing a beginner's guide to PC DOS, Word- 
Star, VisiCalc, dBase IJ, and Lotus 1-2-3. Its 
usefulness will depend upon the type of hardware 
and software that a particular college supports. 
The appendix material is a good supplement to the 
tutorials of, for example, WordStar and Lotus. It 
is all that most students really need to get started 
using these software products. But AIS instructors 
will wish to assign some personal computer cases 
(from other sources) that bring in an accounting 
focus. 

The primary issue that an AIS instructor must 
deal with when considering this text is what he/she 
will do in class, and what the students will do 
besides reading the text. The discussion questions 
and end-of-chapter material mirror thetext and are 
largely descriptive. To use this text effectively, the 
instructor must be able to relate its descriptive 
material to his/her experience and knowledge. It is 
also helpful to combine readings from the text with 


‘more discussion-oriented data processing cases 
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from other sources. In summary, while not self- 
sufficient, this text can be the foundation of 
a very effective AIS course. 

RICHARD À. GRIMLUND 

Associate Professor of Accounting 
University of Iowa 


MARSHALL B. ROMNEY, J. OWEN CHERRING- 
TON, and JAMES V. HANSEN, Casebook in 
Accounting Information Systems (New 
York: John Wiley & Sons, 1985, pp. vii, 
92, $10.95 paper). 


A casebook should provide realistic examples 


with enough complexity and loose ends so that a 
student has a better grasp of what to expect upon 
graduation, yet it should also yield conceptual 
insights for a student's educational growth. This 
paperback accomplishes both objectives. 

Thetext is a compilation of nine cases or projects 
appropriate for an undergraduate or MBA course 
on accounting information systems. They are an 
integrated series of cases about accounting systems 
analysis and design. Project 1 covers background 
information about the company's business and 
financial data. Project 2 asks students to flow- 
chart an accounting system while project 3 asks 
them to critique the controls within the system. 
Given these weaknesses, the student needs to 
redesign the accounting system in project 4 and 
provide the flow-charts for the modified system. 
Project 5 requires the student to evaluate the cor- 
poration's sales subsystem in terms of its inputs, 
outputs, and software. In project 6, reports are 
designed along with various documents, inputs, 
and files. These entail the warehouse inventory 
subsystem. Students must evaluate a request for a 
proposal in project 7. Systems configuration is the 
topic of the next project; students select one set-up 
and justify their choice. Finally, in project 9 the 
students indicate how to plan and carry out the 
implementation of the system. 

The cases are sound pedagogically i in ihat they 
guide students through various concepts and lead 
them into applying their knowledge. While several 
good casebooks are available, the differentiat- 
ing mark of this one is that all nine cases are 
integrated. The student works through the systems 
development cycle from beginning to end for one 
company. Besides learning something about ac- 
counting information systems, the students learn 
how the concepts are interrelated. 

This text was used successfully in one of my 
classes. Students reported that they found it read- 
able and enjoyable. They also indicated that it 
provided a good sense of what accounting systems 
are all about. Many stated that it was the best 
part of the course. 
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The book is recommended to thos» who use 
cases in accounting information systems. The 
authors have provided a most stimulating set of 


projects for students in those classes. 


J. EDWARD KETZ 
Associate Professor of Accounting 
and MIS 
The Pennsylvania State University 


H. Davip SHERMAN, Editor, Conceptual 


Frameworks for Financial Accounting 
(Boston: Harvard Business School, 1984, 
pp. v, 159, $20.00 paper). 


Any readers who still expect accountants to - 
formulate a conceptual framework for financial 
accounting may abandon hope after reeding these 
proceedings of a conference held at Earvard on 
October 1-2, 1982. The conference, held to honor 
Robert N. Anthony on the occasion of his retire- 
ment, assembled 19 academic guests of Harvard to 
compare and critique frameworks by Anthony, 
Ijiri, and the FASB (represented by Sprouse). 
Apparently unexpected by the planners, a fourth 
framework introduced by Sorter received equal 
prominence in the proceedings. 

The book consists in equal parts of prepared 
remarks by the framework authors ar:d respon- 
dents, discussion by the participants. and the 
editor’s summary, and reprints of summaries of 
the frameworks considered, including Sorter’s. 

The discussion did not contribute anything new 
to the conceptual framework literature, and did 
not resolve any of the existing conflicts. It will 
be interesting principally to readers who are not 
already familiar with the line-up of the conference . 
participants by schools of thought. (The editor has 
carefully attributed remarks to 20 named par- 
ticipants.) 

Sherman's work as editor is outstanding. He has 
sorted out tbe discussion by topics anc provided 
helpful captions. His preface in six pages provides 
a readable ‘‘executive summary" which captures 
the tone of the rest of the book. It is this part that 
is recommended reading, especially for graduate 
students, possibly as a supplement in a financial 
accounting seminar. 

WILLIAM J. SCHRADER 
Professor of Accounting 
Pennsylvania State University 


LANNY M. SOLOMON, RICHARD J. Varco and 
LARRY M. WALTHER, Financial Account- 
ing (New York: Harper & Row, Publishers, 
1985, pp. xiv, 781, $30.50). 
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This book is designed for use in a one-semester 
undergraduate basic financial accounting course. 
(It is based on the one-year book, Accounting 
Principles by Solomon, Vargo, and Schroeder, 
1983, that was reviewed January 1984, pp. 154- 
155.) The authors stated their goal as, ‘‘to present 
a solid, well-balanced discussion of the principles 
and practices that are used to gauge and disclose 
economic activity” (p. ix). With this goal in mind, 
the authors have developed their coverage from an 
accounting practice point of view. Numerous ref- 
erences are given throughout the book to the pro- 
nouncements of the Accounting Principles Board 
and the Financial Accounting Standards Board. 
The book appears to be designed primarily for 
accounting majors but can easily be understood 
and used bv nonaccounting maiors. 

The book is both well written and well orga- 
nized. The authors have used relevant illustrations 
and exhibits to help the reader, and the examples 
are clear and helpful. The usefulness of the text is 
enhanced by the inclusion of specimen financial 
statements, present value tables, check figures, and 
a glossary. Each chapter begins with a list of 
“Learning Objectives" that give an excellent intro- 
duction to the new material zo be covered. Each 
chapter also contains ‘summary problem" and 
“key terms and concepts” sections that also are 
helpful in understanding the new material. The 
questions, exercises, problems, cases, study guide, 
and practice sets are well designed and coordinated 
with the text material to enhance the learning pro- 
cess. The book is supported with a well-rounded 
selection of teaching aids—Instructor’s Solution 


Manual, Instructor’s Resource Manual, Transpar- : 


encies, and Teaching Transparencies. The accom- 

panying Test Bank is well organized, but it includes 

only true/false and multiple-choice questions. 
This book should rank very high in comparison 


with other financial accounting texts. It has every- - 


thing that is included in the others plus some 
things they do not include (such as an instructor's 


resource manual and special teaching transpar- 


encies for the instructor). 

In summary, the book and related mainte are 
well written and error-free. Students should find 
the book easy to read and understand. The illus- 
trations and examples are well thought-out and 
greatly assist in understanding the material. This 
book should be considered seriously when selecting 
a text for a basic financial accounting course. 

HOMER A. BROWN 
Professor of Accounting 
Universit of Oklahoma 


Tony TINKER, Paper Prophets: A Social 
Critique of Accounting (New York: Prae- 
ger, 1985, pp. xxii, 230, $19.95). 


. havior, 
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This interesting, but uneven and disjointed, 
book argues that current accounting practices 
encourage socially irresponsible corporate be- 
and, thus, fundamental changes are 
needed. These changes would involve replacement 
of current accounting practices which are based on 
a capital-based marginalist theory of value, with 
practices based on a labor-based Marxist theory of 
value. Only by removing the corrupting influence 
of a capital-based method of reporting firm per- 
formance, it is alieged, can corporations be made 
socially accountable for their actions. 

In presenting its case for a Marxist or radical 
accounting approach, the book is organized into 
three distinguishable subparts. First, the author 
cites several recent examples of socially irrespon- 
sible corporate behavior (such as the Love Canal 
case involving the indiscriminate dumping of toxic 
chemicals in a residential area in upstate New 
York) and suggests: that current accounting prac- 
tices encourage such conduct. Second, he con- 
siders differences between the neoclassical, mar- 
ginalist theory of value, with its emphasis on return 
on capital, and the Marxist theory of value, with 
its emphasis on the labor content of goods and 
services. Third, he argues that a Marxist or radi- 
cal accounting approach is needed to make firms 
socially accountable for their actions. 

Although written in a thought-provoking and 
seemingly erudite style, the book suffers from three 
serious deficiencies. First, while each of its sub- 
parts is interesting in and of itself, the author fails 
to establish a convincing connection between them 
to develop a systematic and convincing case for 
radical accounting. Attempts to tie the instances 
of socially irresponsible corporate behavior cited 
in Part I to current accounting practices, for 
example, are perhaps best described as innuendo or 
insinuation. Strong claims, such as those put forth 
by the author, would appear to rae something 
more. 


A second deficiency is the author' s failure to 
provide a sufficient indication as to just what 
a Marxist or radicál accounting approach would 
look like. This conspicuous absence of even the 
most rudimentary description of the radical 
accounting approach being advocated is disturbing 
in that the reader apparently is expected to accept 
its virtue on faith alone. To be taken seriously, a 
critic of the status quo has an obligation to offer 
something more constructive as an alternative than 
vague generalities. 

A third deficiency, which relates more to style 
than the problems already noted, is the seemingly 
condescending (or perhaps contemptuous) tone 
with which the author discusses current accounting 
practices, the accounting profession, accounting 
academics, and accounting education in general. 
Typical of this distracting tone are comments such 
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as: ‘‘Regrettably, intellectual eclecticism is not the 
norm in accounting. . . . [A] form of rote learning 
dominates most levels of education: students par- 
rot Financial Accounting Standards Board rules 


and procedures without acquiring the epistemo- - 


logical faculties needed to critically scrutinize this 
catechism. . . . Matters are little better at more 
senior levels of scholarship" (p. 205). Sarcasm is 
rarely the mark of superior scholarship and, in this 
case, it creates the impression that the book is 
written to reinforce the beliefs of preexisting disci- 
ples of radical accounting,. rather than to inform 
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and convince the uninitiated. 

In spite of these and other flaws in its presenta- 
tion, the book is thought-provoking and, if not 
taken too seriously, a worthwhile reading experi- 
ence. for graduate students and professors. The 
potential reader is cautioned, however, that much 
of what is served up should perhaps te taken with 

a grain of salt. 
STEVEN B. JOHNSON 
Associate Professor of Accounting 
Columbia 7 University 


CAPSULE (COMMENTARIES 


Harvey S. Hendrickson, Editor 


RoBERT N. ANTHONY, GLENN A. WELSCH, 
and James S. REECE, Fundamentals of 
Management Accounting, Fourth Edition 
(Homewood: Richard D. Irwin, Inc., 
1985, pp. xvi, 793, $29.95). 


Changes in this edition include much fine tuning 
in the form of eliminating ‘‘gremlins”’ in the text, 
altering chapter sequencing, replacing approxi- 
. mately one-third of the 21 cases, and providing à 
new chapter on quantitative techniques. J. S. 
Reece joins the two original authors for this fourth 
edition. 

The text allows the same basic organization 
used in the preceding edition (reviewed April 1982, 


p. 431). It is structured around a framework that © 


. theauthors call the three types of accounting infor- 
mation, i.e., conventional absorption cost 
accounting, differential accounting, and respon- 
sibility accounting. This contrasts with the ‘‘pur- 
pose of information" approach found in most 
other managerial texts. The authors believe that 
their format provides a more concise organization 
of subject matter. The approach also means, how- 
ever, that some topics (e.g., pricing) are given 
partial treatment in two separate sections of the 
text. This may confuse some readers. 

Previous reviewers have commented on the low 


level of quantitative techniques. A new chapter ` 


on quantitative techniques- in alternative choice 


decisions expands upon the ‘‘Optional Topic" - 
coverage of the previous edition. It covers the 
economic order quantity model, decison tree anal- 


ysis, uncertainty, Monte Carlo simulation, and 


linear programming. In addition, ore of the new 
cases makes use of the linear programming mate- ` 
rial. In contrast to the expanded coverage of these 


'topics, the discussion of linear regression is very 
. limited. The quantitatively orienred material 


remains the weakest part of the text. 

As in earlier editions, the authozs emphasize 
absorption costing; approximately one-third of the 
text is devoted to this topic. Since this material is 


_ the first of the three types of accounting informa- 


tion discussed, it provides a natural rransition for 
students from financial to managerial accounting. 
I agree with an earlier review that suck emphasis on - 
the traditional costing model is inappropriate for 
most students taking an introductory management . 
accounting course. Placing the chapters on stan- 
dard costing immediately followinz absorption 
costing material further emphasizes (Cie traditional 
model. 

The work contains many end-of-chapter ques- 
tions, exercises, problems, and cases. Much of this 
material has been updated in this new edition. The 
cases include several classics, e.g., Shuman Auto, | 
Birch Paper, and Sheridan Carpet. Unfortunately 
the level of difficulty of the probleme ciffers from ` 
that of most of the cases. While the problems may 
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be adequately rigorous for undergraduate courses, 
they are not sufficiently challenging for MBA stu- 
dents. The case material is largely at the MBA level. 
The text effectively intertwines examples from 

the nonprofit and business sectors to supplement 
and enrich the discussion. Excellent coverage of 
management control topics and consistent clarity 
of exposition continue to distinguish this edition. 
It is definitely a quality choice for those who seek 
a text which emphasizes the traditional accounting 
model. 

LARRY P. HEGSTAD 

Associate Professor of Business 

Administration 

Pacific Lutheran University 


M. EDGAR BARRETT and WILLIAM J. BRUNS, 
JR., Editors, Case Problems in Manage- 
ment Accounting, Second Edition (Home- 
wood: Richard D. Irwin, Inc., 1985, pp. 
xii, 480, $28.50). 


In this textbook the editors have assembled a 
large number of interesting and stimulating cases 
which present students with a wide spectrum of 
managerial and cost accounting problems encoun- 
tered in today's corporate world. 

The revised text is divided into four major sec- 
tions which differ slightly from the original text. 
Developing and Using Cost Information includes 
topical areas such as cost-volume-profit, project 
planning, relevant costing, and multiperiod proj- 
ects. Cost Accounting Systems and Analysis of 
Performance includes coverage of standard cost 
systems, full versus direct costing, profitabil- 
ity analysis, and variance analysis. Management 
Accounting in Planning and Control discusses 
. budgeting, responsibility centers, divisional per- 
formance measures, and capital budgeting. In this 
section the editors also have attempted to intro- 
duce topics such as inflation, asset price changes, 
and functioning in a multinational environment. 
The final section consists of comprehensive cases 
that deal with interrelated issues covered earlier 
in the text. 


Three major differences distinguish the revised 


edition from the first (reviewed October 1982, p. 

829). First, realism has been improved by updating 
' many of the price and cost data used in the prob- 
lems. Second, new cases have been. added in both 
the cost analysis and cost accounting sections. 
Finally, the material in the original edition that 
dealt with managerial issues in financial reporting 
has been eliminated. This has sharpened the focus 
of the text and kept the material more in line with 
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what a user would expect to find in a text of this 
title. 

An excellent Instructor’s Manual is ën for 
instructors who are less experienced or uncomfort- 
able in using case analysis. As in the earlier edition, 
analysis of each case is divided into five sections: 
Substantive Issues Raised, Pedagogical Objec- 
tives, Opportunities for Student Analysis, Sugges- 
tions for Classroom Use, and Suggested Ques- . 
tions. The case analysis is not necessarily written by 
the author of the case; instead it often represents 
a compilation of teaching notes and experiences 
encountered by instructors who have used the case. 
Thus, although one might not totally agree with the 
analysis presented, it is an invaluable teaching aid 
that alerts the instructor to the kinds of questions 
commonly raised when the case is discussed. 

The book is designed to be the primary text at 
either the graduate or undergraduate level. This 
becomes apparent when one examines individual 
cases. Of the 52 presented, slightly more than half 
have a series of questions to aid students in ana- 
lyzing and structuring their analysis of the case. 
The remaining cases provide no questions, leaving 
the student with the responsibility of structuring 
a response. This dichotomy gives instructors an 
opportunity to take procedural and/or conceptual 
approaches to a given topic. 

This book fills the need for a quality managerial 
accounting casebook. Those interested in using the, 
case method as a teaching approach in an elective 
course, a required course, or as a supplement in a 
traditional managerial course, will find this to be 
an outstanding collection of cases. 

MICHAEL A. CROSBY 
Associate Professor of Accounting. 
The University of Toledo 


AHMED BELKAOUI, Accounting Theory, Sec- 
ond Edition (San Diego: Harcourt Brace 
Jovanovich, Publishers, 1985, pp. x 484, 
$28.95). 


Although this new edition covers essentially the 
same subject matter as the first (reviewed January 
1982, pp. 212-213), some significant improve- 
ments and additions make it more readable and. 
current. 

First, the book, now in hardcover, has a new 
character style and sub-headings in boldface type 
to improve its readability and ease the locating of 
topics. 

Second, a number of topics have been moved to 
new chapters (increasing the number to 11 from 
nine in the first edition). The regulatory approach 
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to formulating an accounting theory is now in a 
separate chapter and has been expanded to include 
treatment of **Who Should Set Accounting Stan- 
dards’’ and ‘‘How Do We Discipline the Account- 
ing Profession?" The treatment of the human 
information processing approach has been im- 
proved while the predictive approach has been 
moved to a new chapter to be combined with the 
newly added positive approach. This new chapter 
also includes new material on the informational 
content of financial accounting numbers and an 
evaluation of the ‘‘prediction of market reaction" 
approach. The chapter on the conceptual frame- 
work has been retitled and rearranged, and some 
parts have been expanded to improve the treat- 
ment. Each of the primary and secondary qualita- 
tive characteristics is covered rather than only 
being listed, and coverage of the Stamp report 
issued by the Canadian Institute of Chartered 
Accountants has been added. 

: This edition also has a heavy emphasis (three 
chapters) on current value and price-level account- 
ing. Unfortunately, this edition was prepared 
too soon to include some of the recent research 
and FASB changes in the disclosure of price-level 
change information. The chapter on future trends 
in accounting still is a brief review of several 
topics, but three are new: cash-flow accounting 
and reporting, employee reporting, and value- 
. added reporting. 

Overall, this edition is very similar to the first. 
But the changes in text style and the rearrange- 
ment of subject matter make it easier to read, and 
the addition of new material keeps it current. 
Although it does not attempt to cover a number of 
contemporary issues (such as pensions, income tax 
allocation, and other FASB agenda items), it does 
provide a good summary of the attempts accoun- 
tants and academicians have made to develop a 
generally accepted framework for financial ac- 


counting and reporting. For many. courses this. 


book probably will need to be supplemented with 
articles and/or other books. The extensive list of 
references at the end of each chapter should make 
this easy to do. Since the author succinctly sum- 
marizes many different works, it would be advis- 
able to refer students to the originals to increase 
their understanding and/or to introduce them to 
the literature. An ample number of questions 
follow each chapter and should be useful ‘in 
stimulating class discussion. The book is suitable 
for both undergraduate and graduate (master’ S 
and doctoral) seminars. 
l DAVID F. FETYKO 

Professor of Accounting 

Kent State University 
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AHMED BELKAOUI, Industrial Bonas and the 
Rating Process (Westport, CT: Quorum 
Books, 1983, pp. xii, 198, $29.95). 


The literature on the bond rating process has 
expanded of late after a period when little was 
written on the subject. Professor Belkaoui's con- 
tribution is designed ‘‘to demystify the process by 
which bonds are rated” (dust jacket). The book 
does not contain much in the way of a concrete 
discussion of the processes by which the rating 
organizations go about assigning their bond rat- 
ings. However, it does present a useful summary 
and discussion of: - 


1. The nature of bonds and the various types of 
instruments in existence; 
2. The nature of the rating process; 
3. Some overall analytical tools usec by raters; 
and 
4. A survey of bond rating predictioa models. 


In addition the author, having learned from and 
pointed out the shortcomings of previous models, 
presents his own multiple discriminant model 
designed to predict industrial bond ratings. 

The book should be useful to studentsand others 
who desire to learn in general about the rating 
process. Corporate officers will not "od many 
clues to the specific steps taken by rating agencies 
in the rating of their debt securities, but they will 
find an additional prediction model that they can 
test for use in their decision-making processes. 
Thus, those who believe in predicting the predic- 
tions will have added one more model to their 
arsenals. 

LEOPOLD A. BERNSTEIN 
. Professor of Accounting 
Bernard M. Baruch College, 
City University of New York 


SIDNEY DAVIDSON, CLYDE P. STICENEY, and 
ROMAN L. WEL, Financial Accounting: 
An Introduction to Concepts, Methods, 
and Uses, Fourth Edition (Chicago: The 
Dryden Press, 1985, pp. xvii, 877, $33.95). 


This fourth edition reflects the results of years of 
classroom testing and revision. It is essentially 
error free and effectively introduces concepts, 
methods, and uses of accounting. This introduc- 
tory text is written at an appropriate level for 
use with MBA’s, although undergraduates are the 
primary market. The full text can be covered effec- 
tively in one semester. 
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" The focus is primarily conceptual. Plentiful 
resources are available to allow individual instruc- 
tors to vary the scope and rigor of the course. The 
problems are extensive and offer substantial vari- 
ety in both scope of material and difficulty. They 
are supported by accurate solutions in the Instruc- 
tor's Manual and Test Bank. Each chapter con- 
tains self-study problem(s), and Appendix A pro- 
vides a complete set of financial statements with 
extensive annotations. — 

The authors realize that accounting is a language 
and that a subsidiary role of the accounting course 
in many curriculums is the introduction of such 
areas as characteristics of business practices and 
financial instruments. Thus the book introduces 
new terminology carefully. Italics identify impor- 
tant terms, and exercises often are available to 
reinforce definitions. A complete 77-page glossary 
is included in an appendix. 

The first five chapters introducing the three 
primary financial statements and the fundamental 
accounting procedures are followed by a chapter 
on financial statement analysis. These six chapters 
constitute an effective module. The statement of 
changes is introduced earlier than.in most texts 
(Chapter 5) and assumes full status as a major 
statement. The first chapter offers an effective 
overview and the sixth uses ratios and other 
analytical tools to solidify the understanding of the 


basic process. The intervening chapters present 


debits, credits, and journal entries while maintain- 
ing a clear focus on the ultimate communication of 
information via financial statements. 

The next eight chapters are a conceptually ori- 
ented tour of the balance sheet. One can quibble 
about the amount of attention focused on one 
topic or another, but the fundamental structure is 
sound. The book presents the essence of each issue 
and by choice of problems or occasional augmen- 
tation the individual user can create the desired 


focus. The final chapter addresses choices of- 


accounting method and the impact of these choices 
on reported income. 


The revision was not a major one (the third . 


edition was reviewed January 1983, pp. 183-84). 
Some of the discussion has been improved and a 
number of new exercises and problems have been 
added. The chapter on the Statement of Changes in 
Financial Position was revised to eliminate the 
funds definition of working capital, a change some 
will regret. Tracing problems from the prior 
edition to the new one is somewhat difficult, but 
this should only trouble continuing users. 
Overall, the text remains a very solid, reliable, 
` effective introductory text. Its clarity, flexibility, 


completeness, and accuracy make it an easy book . 
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from which to teach, if a high-level conceptual 
approach is desired. 

JOHN A. ELLIOTT 

Assistant Professor of Accounting 
Cornell University 


JOHN Downes and JORDAN E. GOODMAN, 
. Dictionary of Finance and Investment 
Terms (Woodbury, NY: Barron’s, 1985, 
pp. x, 495, $6.95 paper). 


This dictionary of over 2,500 terms used in the 
banking and securities industries is an outstanding 
addition to the several currently available. It has 
clear and concise definitions, high quality paper 
and covers, a pocket-book size, and an affordable 
price. It is a useful reference for accounting and 
finance professors, authors, practitioners, and 
students. 

H.S.H. 


PAUL D. EpsTEIN, Using Performance Mea- 
surement in Local Government: A Guide 
to Improving Decisions, Performance, and 
Accountability (New York: Van Nostrand 
Reinhold Co., 1984, pp. xviii, 237, $36.95). 


This book suffers from two drawbacks: it treats 
performance measurement as a separate discipline, 
without linkage to an appropriate framework, and 
it is unclear for whom the book is intended. On the 
other hand, many of the examples contributed by 
local government are well written, useful, and 
challenging. 

The definitions of basic terms such as effective- 


. ness and efficiency are tangential to those of the 


United States General Accounting Office (GAO), 
which have broad professional acceptance. Thus, 
the author's definitions may be confusing to some. 
Moreover, the examples describe a variety of well: 
known techniques, including MBO, performance 
auditing, and organizational development; in these 
cases performance measurement may play an 
important, but subsidiary, role. 

The author classifies measures of effectiveness 
into measures of community conditions, measures 
of service accomplishments, measures of citizen or 
client satisfaction, and measures of unexpected 


. adverse impacts. But for most measures, insuffi- 


cient guidance is given. For example, according 
to the author, community conditions may be 
measured by *'trained observer” ratings, standards 
set by other governmental units, and standards 
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measured “by special equipment” (p. 14). The 
illustrations contain measures of the types indi- 
cated, but no comprehensive index has been pro- 


vided that would make the examples readily acces- — 
. on which management strategies may create the 


sible to the reader. Moreover, the cases do not 
follow a uniform structure. This makes it difficult 
to compare individual studies, to classify them by 
functional area, or to extract improvement ideas. 

The author's measurements tend to be broad- 
brush. For example, project management mea- 
sures are suggested as ‘“‘number of projects pro- 
ceeding or completed on time, number of projects 
within cost, total cost of projects compared to 
planned cost" (p. 26). These measurements are 
crude from a project management standpoint, 
since they cannot be used to promote improvement 
or to take cost containment action. Similarly, the 
author notes that **[t]he labor used in each govern- 
ment organization measured cannot be treated in 
a lump sum but must be accounted for by each 
activity. . . . This practice is called cost account- 
ing" (p. 21). Unfortunately, the -author does not 
mention the controls that need to be built into the 
cost accounting system or the types of variances 
required by government. 

To summarize, the book has valuable individual 
cases, but its organization and referencing of infor- 
mation are poor. It does not fulfill the expectations 


suggested by its title and is not suitable for use as 


a text or a course supplement. 
FELIX POMERANZ 
Distinguished Lecturer 
Florida International University 


‘Davip F. HAWKINS, BARBARA A. BROWN, 
and WALTER J. CAMPBELL, Rating Indus- 
trial Bonds (Morristown, N.J.: Financial 
Executives Research Foundation, 1983, 

pp. x, 269, $9.00 paper). 


This study, commissioned by the research arm of 
the Financial Executives Institute, has as its pri- 
mary objective a study of the behind-the-scenes 
workings of bond rating agencies. Its primary 
intended usefulness is in helping financial execu- 


tives obtain and keep the most favorable ratings for . 


their companies’ bonds. 

The first three chapters contain a cominrebénsive 
and rather thorough discussion of the workings of 
the national debt rating agencies and the methods 
by which they assess debt quality. Much emphasis 
is placed on how management can best prepare to 


impart a most favorable impression to the rating. 


agencies. Not only quantitative analyses, but also 
qualitative and intangible considerations play an 
important part in the final determination of a 
rating. The rating agencies have resisted long and 
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hard all attempts by researchers and o-hers to pin 
them down as to the exact process by which they 
arrive at ratings given a set of measurable factors in 
a given situation. Thus, this study tries to shed light 


most favorable impression on the raters. Areas 
covered include the initial contact, meetings by 
senior executives with the agencies, ar.d well pre- 
pared presentations. These chapters also contain 
a wealth of criteria, such as ratios and other 
measures and considerations, used by the raters in 
evaluating the debt indenture provisions, financial 
resources, level and stability of earnings and lever- 
age, asset protection, and management quality. In 
conclusion, the authors identify cash flow as the 
most important factor bearing on a company’s 
viability. Of importance in addition tc the ability 
to generate cash is the company's capacity to have 
access to cash. 

Chapter 4 contains a comprehensive discussion 
of bond rating prediction models. Also considered 
are in-house rating and prediction mcdels devel- 
oped by financial advisors and institutional inves- 
tors. Some of these approaches attempt to simulate 
the agencies’ rating processes. 

The last chapter (5) contains a comprehensive 
discussion of the pros and cons of including debt 
ratings in registration statements filed with the 
Securities and Exchange Commission. ‘While it did 
invite discussion of this issue, the SEC has issued 
no definite ruling on this matter. 

Overall, the authors have substantia_ly attained 
their objectives by providing in five chapters and in 
elaborate appendixes a wealth of material about 
the quantitative as well as the qualitative aspects of 
the debt rating process. 

LEOPOLD A. BERNSTEIN 
Professor of Accounting 
Bernard M. Baruch College, 
City University of New York 


Garrison KEILLOR, Lake Wobegon Days 
(New York: Viking, 1985, pp. xiv, 337, 
$17.95 cloth, $8.95 paper). 


One may wonder why this book of fiction add 


fantasy should merit space in a journal devoted to 


truth and credibility. The persons, places, and 
events are fictional, but the author uses composite 
characters and events.to brilliantly capture the 


essence of an era (primarily from the 1930s to the 
» present) and a region (the midwest with Minnesota 


as the locus). l 

Having followed Mr. Keillor’s program on 
public radio for more than five yeacs, having 
listened to tape recordings from the monologue 
portions of these programs, having seen him 
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perform and enthrall a non-midwestern audience, 


and having read this book, I have concluded that . 


this ‘‘yarn spinner," also often appropriately 


called a modern day Mark Twain, has an ability ` 


that might be useful to accounting teachers, prac- 
titioners, and students. That is hi$ uncanny ability 
to capture the essence of details and make them 
interesting and entertaining. Consider what the 
development of such an ability might do for the 
typical image/stereotype of accountants or for 
management's discussion and analysis: developing 
it into a report that is not only truthful but also 
understandable, interesting, and occasionally 
entertaining. . l 
H.S.H. 


WALTER B. Meras and ROBERT F. MEIGS, 
Accounting: The Basis for Business Deci- 
sions, Sixth Edition (New York: McGraw- 
Hill Book Co., 1984, pp. xxiii, 1104, 
$26.95). 


Like its predecessors, this edition is for use 
in a two-semester introductory undergraduate 
accounting course. The primary emphasis is on 
financial accounting, with only six of 28 chap- 
ters devoted to managerial accounting topics. 
Although some material has been added and some 
has been rearranged, this edition retains virtually 
all the text and assignment material from the 
' previous edition (reviewed January 1982, pp. 
226-228). 

Several changes deserve mention. Chapter 5, 
Accounting for Purchases and Sales of Merchan- 
dise, has been expanded to illustrate both multi- 
step and single-step income statements. Chapter 
15, Partnerships, includes a brief discussion of the 
nature of limited partnerships. Recent changes in 
tax laws have been incorporated, including the 
Accelerated Cost Recovery System (Chapter 11, 
Plant and Equipment: Depreciation), indexing, the 
- Economic Recovery Tax Act, changes in tax rates, 


and IRA and Keogh plans (Chapter 20, Income 


Taxes and Business Decisions). Chapter 28, Rele- 
vant Information, Incremental Analysis, and 
Capita] Budgeting, has been restructured to 
emphasize the concept of relevant information. 
The concept is applied to various short-term 
decisions. Despite this restructuring, the problem 
material following Chapter 28 is virtually identical 
in conceptual coverage to the previous edition. 


This is true throughout the text, despite the. 


authors’ claim to have increased the number of 
problems and to have revised them. 

Chapter 7, Accounting Systems: Manual and 
EDP, provides the only direct exposure to EDP 
systems. A discussion of basic computer topics 
(hardware, software, CPU, and others) has been 
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removed, so the focus now is on the use of com- 
puters. But this focus is limited to Chapter 7, since 
the authors fail to integrate the material into the 
remainder of the text. 

The authors state that ‘‘Chapters 24 [Account- 
ing for Manufacturing Operations] and 25 [Cost 
Accounting Systems] have been carefully revised to 
illustrate more clearly the flow of product costs” 
(p. xx). A review of the chapters indicates that the 
changes to the text and illustrations are marginal, 
leaving the treatment of cost flows substantially 
unchanged. 

Included in the comprehensive set of supple- 
mental materials is a computerized practice set. 
The practice set is a straightforward application for 
students with little or no computer experience. It 
requires a series of journal entries and provides 
help for students who enter errors. 

The text, overall, is appropriate for the under- 
graduate introductory course. Its approach is most 
appropriate for accounting majors, primarily 
because of the completeness of coverage. The 
authors make some attempts to emphasize a more 
conceptual approach, as iri Chapter 17, Corpora- 
tions: Operations, Earnings Per Share, and Divi- 
dends. This text may be most acceptable to the 
professor favoring a heavy emphasis on financial 
accounting. 

WILLIAM F. THOMAS 
Assistant Professor of Accountancy 
The George Washington University 


LOREN A. NIKOLAI, JOHN D. BAzrEv, RICH- 
ARD G. SCHROEDER, and Isaac N. REY- 
NOLDS, Intermediate Accounting, Third 
Edition (Boston: Kent Publishing Co., 
1985, pp. xv, 1,344, $44.25). 


This third edition, like the second (reviewed 
January 1984, pp. 149-150), is organized as a 
traditional intermediate accounting text. One 
improvement is the earlier coverage of the state- 
ment of changes in financial position. 

The authors have done an excellent job of 
updating the material while retaining clarity of 
presentation and technical accuracy. The illustra- 
tions are well designed, many taken from published 
financial statements. Flowcharts are used liberally 
to clarify the more technical pronouncements. 
Those for earnings per share and asset exchanges 
are especially useful. 

The text contains an adequate selection of cases, 
questions, exercises, and problems varying in 
degree of difficulty. Like most other intermediate 
texts, a complete set of support materials (trans- 
parencies, test bank, study guide, solutions man- 
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ual, and instructor's manual) are available. Unlike 
many other texts, an annual newsletter, titled The 
Intermediate Account, is supplied to all adopters. 
It summarizes new accounting developments and 
pronouncements for the year. 

Some of the more significant changes incorpo- 
rated into the third edition are the following: 


e The conceptual framework, as presented in 


Chapter 1, is integrated into subsequent chap- 
ters as appropriate. 

e The book has been divided into five parts, 
with an introduction to each part. The intro- 
duction provides an overview of the material 
to be covered in the ensuing chapters. 

e Increased attention, especially in Chapters 3 
and 25, is given to SEC reporting issues, and 
integrated disclosurein particular. With many 
companies ‘‘incorporating by reference," it 
becomes more important for students to have 
some understanding of the SEC's role in 
financial reporting. 

e Spreadsheet problems (electronic spreadsheet 
templates) have been added as an optional 
package for adopters of the text. 


Although the book does have a couple of weak 
points, they are minor. First, the use of three alter- 
native methods of accounting for sales discounts 


and purchases discounts is somewhat confusing 
and unnecessary. Second, the authors use the . 


**direct" as well as the ‘‘add-back’’ approach to 
presenting cash provided by operations; but use 
only ‘‘add-back’’ in the section covering the work- 
ing capital concept of resources. 


Overall, this is a strong textbook, and should be. 
seriously considered for adoption by those desiring 


clarity of coverage as well as technical accuracy. 
LARRY KONRATH 

Chairman and Professor 
of Accounting 

The University of Toledo 


ARNOLD J. PAHLER and JosEPH E. 
Moni, Advanced Accounting: ‘Concepts 
and Practice, Second Edition (San Diego: 
Harcourt Brace Jovanovich, Publishers, 
1985, pp. xii, 1,056, $34.95). | 


The second edition of this text is similar to the 
first (reviewed January 1982, pp. 232-233), with 
basically the same format and coverage of topics. 
Pedagogical changes include splitting the material 
on intercompany transfers of inventory and fixed 
assets into two chapters, and the expansion of the 
material on translation of foreign currency finan- 
cial statements and translation of foreign currency 
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transactions into two separate chapters. This, like 
the first edition, uses the financial statement 


approach to consolidating statement wcrksheets in 


the chapter material and illustrates the trial balance 
approach (which was not covered in tke first edi- 
tion) in appendices to several chapters. 

. A favorable feature is the continued use of a 
well-designed expanded analysis of the investment 
account to develop the amounts for the primary 
elimination entry. In the first edition, elimination 
entries that were required because of tne income 
tax effects arising from timing differences in 
recognizing intercompany gross prcfits were 
integrated throughout the relevant chapters. But in 
the second edition, this desirable feature is elimi- 
nated from the chapters and assignment materials 
and relegated to less than one page in an appendix. 

The discussion of partnerships still consists of 
three well-written chapters with excellentcoverage. 
A unique feature of the first edition, which is dis- 
continued in the current edition, was the inclusion 
of the full text of the Uniform Partnership Act in 
an appendix. In the second edition, onl two sec- 
tions of the Uniform Partnership Act are presented 
in an appendix. 

Supplementary materials available include 
transparencies to all problems in certain chapters, 
a test booklet, and an improved instructor's and 
solutions manual. This manual includes not only 
solutions to assignment materials, but also sug- 
gested student assignments, teaching suggestions, 
and descriptions of each discussion case, exercise, 
and problem, along with an estima:e of its 
difficulty and time for completion. 

Also new with this edition are partizlly com- 
pleted working papers for problemsin some of the 
chapters and a consolidations template with a 
manual for working consolidation problems on a. 
computer. 

In summary, this is a well-written, up-to-date 
edition from which some of the redundancy found 
in the first edition has been eliminated. It deserves 
serious consideration for adoption in edvanced 
accounting courses. 

-Hanorp L. GEU 
Assistant Professor of Accounting 
Colorado uid SMS 


JACK C. RONERTSUR and FREDER:CK G. 
Davis, Auditing, Fourth Edition «Plano, 
TX: Business Publications, Inc., 1985, 
pp. xxii, 794, $32.95). 


The previous editions of this auditing text lise 
been distinguished by.their intellectual rizor and 
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emphasis on concepts, logic, and a *'scientific 
approach" to auditing (the third edition was 
reviewed October 1982, pp. 851-852). This edition 
happily continues that approach with a renewed 
focus on decision making in auditing. | 

The authors seek to instill in the student an 
orderly process for making decisions about audit- 
ing questions. This approach forces the student, 
each time he or she confronts an issue, to think 
about itin a structured way. This structure requires 
formulation of a hypothesis, collection and evalua- 
tion of reliable evidence and other information, 
and reaching a conclusion supported by evidence. 

This approach has considerable intellectual bite. 
The authors respect their readers; they do not write 
down to them. This is the way it should be given 
the preponderance of very high quality students 
presently in the management schools. 

Each chapter begins with a set of learning objec- 
tives so the student can keep in mind the direction 
of the discussion. The review questions build on 
this by giving the serious student a means of 
anchoring the salient points. I would have liked 
to see the inclusion of sets of multiple choice 
questions from recent CPA examinations. Stu- 
dents need much experience in thinking through 


the semantic problems often found in such ques- 


tions. The authors do provide the instructor with a 
separately bound test bank volume containing such 
questions that could: be included in take-home 
assignments. 

The chapters on computer auditing and statisti- 
cal sampling are strong. Auditors’ liability and 
legal relationships are discussed with clarity and 
insight in Chapter 4. Nevertheless, it would have 
been well to expand the appendix to include some 
interesting recent cases such as Equity Funding. 
Excitement could have been added by the inclusion 


of anecdotal material such as the lively writing on - 
auditing events judiciously selected from The Wail 


Street Journal. 

Changes in this edition include end-of-chapter 
questions tied to stated learning objectives, a new 
chapter on governmental and internal auditing, 
emphasis on audit risk throughout the text, and a 
good discussion of auditors’ associations with and 
reports on forecasts and projections. 

"The new edition retains the scholarly and com- 
. prehensive qualities of the book’s previous edi- 
tions. The instructor who appreciates depth and 
challenge in an auditing text should be pieaseu with 
this fine book. 

PHILIP M. PIAKER 
Distinguished Service Professor 
of Accounting 
State University of New York at Binghamton. 
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WILLIAM V. Ruc, Corporate Communi- 
cations: A Comparison of Japanese and 
American Practices (Westport, CT: Quor- 
um Books, 1984, pp. xiv, 298, $35.00). 


The author teaches business courses in the 
European division of the University of Maryland 
and lived and taught in Japan for two years in the 
early 1960s. In this book he examines and com- 
pares business communications systems in Japan 
and the United States. 

The book is divided into three parts. Part I 
describes some distinctive characteristics of the 
Japanese culture and corporate structure and 
traces their impact on business communications in 
Japan. Here, the author points out such factors as 
the complex nature of the Japanese language, the 
significance of nonverbal communication, group 
orientation, and lifetime employment. 

Part II deals with American practices. After a 
brief review of theoretical aspects of corporate 
communication, the author examines various 
media—written and oral—used for downward and 
upward cominunications in American corpora- 
tions: annual reports, company newspapers, 
magazines, newsletters, bulletin boards, orienta- 
tion manuals, letters to employees’ homes, pay 
envelope inserts, manuals, handbooks, mailgrams, 


. telephone messages, closed-circuit television, tele- 


conferencing, films, videotapes, electronic mail, 
employee attitude surveys, memorandums, re- 
ports, suggestion systems, question boxes, meet- 
ings, managers’ meals, plant panels, telephone 
hotlines, quality circles, and other methods. 

Part III provides a comparative analysis of 
Japanese and American enterprises. The analysis is 
summarized in five tables, showing differences 
between the two in the areas of culture, business 
practices, management, employees, and internal 
communication systems. The author argues that 
the Japanese communicate better than the 
Americans, and that Japan has the competitive 
edge in the Information Age. Thus, he concludes, 
«If America learns one lesson from the success of 
Japan in world industrial markets, it should be the 
importance to any organization of those at the top 
providing opportunities to those at the bottom to 
communicate with them, and then paying keen 
attention to what they have to say” (p. 262). 

The book is based largely on a literature review 
with some data gathered from the author's inter- 
view survey of Fortune 500 companies in 1980. The 
major shortcoming of the book is that it has too 
many citations and long, direct quotations that 
make the reading tedious. 

The topic dealt with seems certain to draw more 
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attention in the future due to the increasing level 
Of cross-investment and managerial exchange 
between the United States and Japan. The book 
contains an extensive bibliography and an appen- 
dix that contains the General Motors’ Communi- 
cation Policy. Thus, it can serve as a supplement in 
international courses and as introductory material 
for persons interested in cross-cultural corporate 
communication systems, 

MAMORU YOSHIDA 

Assistant Professor of Accounting 
Florida Atlantic University 


R. F. SALMONSON, JAMES DON EDWARDS, and 
RoGER H. HERMANSON, A Survey of Basic 
Accounting, Fourth Edition (Homewood: 
Richard D. Irwin, Inc., 1985, pp. xvi, 675, 
$27.95). 


This **tried and true” text, a description that 
might be given to any fourth edition, continues to 
be workable and to uphold its reputation as a very 
satisfactory one-semester text. It is especially 
appropriate at the graduate level and particu- 
larly for nonaccountants. General comments made 
when the previous edition of the text was reviewed 
(October 1981, p. 1014) continue to hold. 

The fourth, like the previous edition, has 20 
chapters, the first 12 of which are still directed 
to financial accounting aspects with the remaining 
eight directed to managerial accounting. Most 
instructors probably will find the ‘‘mix’’ quite 
satisfactory for a course covering both financial 
and managerial topics. 

Thereview of the previous edition noted that the 
chapter on ''internal control of cash" was very 
short. The authors apparently were not moved by 
this comment, since the chapter continues to be 
short. In a course especially attractive to non- 
accountants, the subject of internal control and 
the control of cash would seem to be important. 
Coverage is minimal also when one considers what 
might have been done. For that reason, the chapter 
will be considered by many to be the weakest in 
the text. 

The book is flexible to facilitate the skipping of 
chapters if necessary. For the typical nonaccount- 
ing graduate survey course, such selection is likely 
to be necessary. Most will find the text unsatisfac- 
tory for accounting majors for whom a stronger 
foundation is necessary. For that reason, one may 
question whether the text is as adaptable as the 
authors contend for ‘‘further courses dealing with 
the accumulation, interpretation, and use of ac- 


counting information" (p. viii). Thisisamatterfor | 


potential adopters to consider. 
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Each chapter concludes with a Summary, Ques- 


. tions, Exercises, and Problems. Although not 


overly plentiful, users normally will find each 
adequate. Continued use over several semesters 
may cause one to desire additional problems, yet 
this can hardly be considered a drawback. The 
Questions and Exercises are generally quite satis- 
factory, although an occasional one requires infor- 
mation not mentioned in the text. This was partic- 
ularly noted in the combined Study Guide and 
Working Papers. 

. For example, a question in the Study Guide 
raises the point of whether the cost of removing an | 
old asset to make room for a new one was to bea 
cost of the new. This was not even discussed in the 
chapter. The *'rules" on assigning costs also were 
not spelled out in an effective way. Another ques- ` 
tion in the Study Guide on depreciatior. was incor- 
rectly solved by dividing by the wrong number of 
years. One normally would expect more from a 
book by this publisher and these autaors, espe- 
cially in the fourth edition. 

Despite any comments which might be inter- 
preted as unduly negative, the user will find the 
textbook itself generally to be quite satisfactory. It 
does a very adequate job of what it sets. out to do. 
Generally it is well-written and easy tc read. The 
illustrations are not overly numerous brt will likely 
be considered satisfactory. 

HAROLD L. CANNON 
Associate Professor of Accounting 
State University of New York at Albary 


MARK STEVENS, The Accounting Wars (New 
York: The Macmillan Publishing Co., 
1985, pp. x, 261, $16.95). 


Written by a journalist as a sequel o The Big 
Eight (reviewed October 1982, pp. 856-857), this 
book's jacket and foreword suggest an emphasis 
on the ‘‘Second Tier?! and local accourting firms. 
But it fulfills neither its title nor its objectives. 
Instead it is a series of ‘‘war stories," irterestingly 
written in a journalistic style, on the ac-ivities and 
problems of accounting firms and an update on 
some of the issues related to the evolution/revolu- 
tion in the public accounting profession and its 
environment. Greatest coverage is given to two 
“Big Eight” firms (Price Waterhouse and Touche 
Ross) and two second-tier firms (KMG Main Hurd- 
man and Laventhol & Horwath); a few pages also 
are devoted to one local firm (Israeloff Trattner). 
Activity/problem coverage includes the entry of 
major firms into China, tax shelters, the 2volution/ 
revolution in the U.S. from an industrial to a ser- 
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vice economy, and the acceleration of competition 
and entrepreneurship among accounting firms. 

Disappointing for a second book on the public 
accounting profession and suggestive of careless 
research is the changing of John C. (Sandy) Bur- 
ton's name to Sanford Burton in both the text 
(p. 179) and Index (p. 255). 


a M 


This book, like the first, is largely at a very 
general level. Most of it was compiled from pre- 
viously published materials (for which citations are 
given) and some from personal interviews. Despite. 


its faults, it is recommended reading for informed 
. academic, practitioner, and student accountants. 


H.S.H. 


SOFTWARE SUMMARIES 


Harvey S. Hendrickson, Editor 


Alcar Software: The. Value Planner (Skokie, 
IL: Alcar, Inc., 1985, $4,000.00, manual 
and 5 disks). 


Current trends in business education include: the 
shift in financial valuation from accounting ratios 
to the present value of cash flows; the increased use 
of microcomputer spreadsheet software, such as 
Lotus 1-2-3; and the increased use of financial 


. databases such as Compustat. Thus a clear need - 


exists for software to value firms and alternative 
strategies based upon cash flows; to use a micro- 
computer with the good points of 1-2-3, such as its 
interactive approach, but avoiding its deficiencies, 
such as a possible loss of control; and to tie in with 
mainframe databases, such as Compustat. A pro- 


gram now is available that can accomplish these ` 
goals: the Value Planner (VP) from Alcar, Inc. The ` 


VP is based upon the time-sharing model used for 
mergers and acquisitions over the past several years 
by the clients of Al Rappaport at Northwestern 
University. 

The VP may be isd both to forecast the finan- 
cial outcomes of various corporate strategies and 


to assess the contribution of those strategies to the ` 


creation of shareholder value. Shareholder value is 
measured in terms of discounted cash flows, and 
the VP thus provides a convenient conversion of 
accrual-based financial statements into economic 
cash flows. 

The VP has three principal components: the 
Forecaster, the Valuator, and the Calculator. 
However, the entire program is menu driven, 
making it relatively easy to operate, and making 
moving from one component to another a straight- 
forward process. 


The Forecaster provides a blank template of 25 
periods upon which a user can build historical and 
projected financial statements, using a particular 
firm's account structure, The user begins by enter- 
ing historical monthly, quarterly, or annual finan- 
cial statements. For convenience, the VP provides 
a standard set of account titles, but the capability 
exists to customize account names and add or 
delete accounts. 

After the user provides the usual information 
from income statements and balance sheets, the 
Forecaster calculates funds flow, financial ratios, 
cash flow, and an earnings/cash flow reconcilia- 
tion. Typically the funds flow will not balance on 
the first pass. If no input errors were made, the 
problem usually is the result of ‘‘prior period 
adjustments" to retained earnings. The Forecaster 
allows the user to manually adjust funds flow 
sources or uses to eliminate this particular prob- 
lem. The funds flow balancing problems will not 
Occur in forecast periods because the Forecaster 
automatically balances the projected funds flow 
statements. 

The initial input of data is the tedious portion 
of the VP, but the results are gratifying. Having 
entered a corporate history, the user can readily 
evaluate historical trends and averages, which are 
calculated by the program. 

The next step in using the Forecaster is to project 
income statements and balance sheets for the firm. 
A number of options are provided to forecast the 
accounts involved. The screen for each account 
includes historical values and trends for the 
account, presented in a format consistent with the 
chosen forecast method. Choosing the proper 
length for the forecast is crucial. The forecast 
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period represents the length of time the user antici- 
pates that a business or strategy will be able to 
generate a return greater than the minimum rate of 
return required by investors. The process of fore- 
casting moves quickly once the user understands 
what information is being requested. After com- 
pleting the first pass, it is easy to fine-tune 
and/or ‘‘what if” the forecast by editing selected 
accounts. 
The Valuator is available in three versions: the 
Full, the Basic, and the Scratchpad. The Full Valu- 
ator is based on a complete set of forecasted finan- 
cial statements, as described above, and is the most 
comprehensive. The Basic and Scratchpad Valua- 
tors require decreasing amounts of input, with the 
Scratchpad based on only 12 key valuation vari- 
ables held constant across the forecast period. 
This portion of the VP program is based on 
current financial theory that is thoroughly ex- 
plained by accessing the help function or referring 


to the manual. The Valuator section also offers an ' 


analyze key that provides the formulas used to 
calculate any number displayed on the screen. The 
value of a business or strategy is calculated by 
adding the cumulative present value of the.cash 
flows from the forecast period to the value created 
after the forecast period, or the residual value of 
the firm. A number of choices are offered for cal- 
culating the residual value of the firm, and the 
appropriate selection is crucial, since on average 
80 percent of the value of most firms rests in their 
residual value. The default choice is the commonly 
used perpetuity method. 

The Valuator may be used to assess whether a 
stock seems.to be undervalued or overvalued by 
^ the market in comparison to one’s expectations of 
future performance. It is particularly useful for 
merger, acquisition, and divestiture analysis. It 
also can be used for evaluating and selecting 
strategies or projects and for determining internal 
rates of return generated by alternative strategies 
and scenarios. The Valuator also includes ‘‘sensiti- 
vity screens"! for determining the sensitivity of 


shareholder value to changes in key factors such as - 


sales growth, profit margin, cost of capital, and 
investment requirements. 

The last component of the VP is the Calculator 
that provides a convenient way to calculate items 
such as the cost of capital, tax rates, market value 
of debt, and affordable dividends. 

A number of print options are available; these 
include the choice of printing statements in com- 
mon and absolute dollars. Information can be 
exported to text files and imported from or 
exported to WKS or WRK files. Eleven pre-defined 
graphs also are available for export and printing. 

One of the most important aspects of the use of 
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Alcar is that it protects the user from making errors 
that can occur in the use of spreadsheets. As an - 
example, it is possible in 1-2-3 to replace a formula ` 
with a value during the ‘‘what if?’ or fine-tuning 
stage and recalculate the spreadsheet to get incor- 


rect results. This error then would be virtually 


undetectable. Alcar eliminates this type of diffi- 
culty by separating the formulas and the values to 
ensure that the data remain in balance. 

. Alcar also can read and write 1-2-3 files. This 


" allows it to use data generated by other sources as 


well as 1-2-3's graphic capabilities wich the results 
of the Alcar computations. 

The VP program as a whole would be a valuable 
addition to advanced courses in accounting, man- 
agement, and finance. The degree 0? complexity 


could be scaled by having students begin from 


scratch, or by giving them a history and requiring 
that they build a forecast, or by merely having them 
revise a forecast already constructed. Students 
could analyze the impact of various strategies on 
shareholder value or use the program as a tool for 
industry and competitive analysis. Firally, the VP 
is an excellent tool for the consultant 3ired to help 
a small firm evaluate the feasibility and worth of 


particular strategies, or to help small firm owner/ 


managers determine the price to set on stock, when 
raising capital or selling out. 

Although considerable flexibility is 2rovided for 
customizing account structures and forecast 
methods, the VP should not be used fer forecast- 
ing a firm's monthly operating budzets. This is 
because the VP does not sum accounts across peri- 
ods and provide a totals column, nor does it pro- 
vide the degree of flexibility for forecasting that is 
standard in the typical electronic spreadsheet. The 
prime purpose of the Forecaster portion of the VP 
in the context of the entire program sto provide 
the foundation for the Valuator section. 

The minimum equipment required .s an IBM or 
IBM compatible, two floppy disk d-ives or one 
floppy disk drive and a hard drive, anc 256K RAM 
(DOS 2.0 or 2.1) or 312K (DOS 3 0). But the 
flexibility to customize financial statements by 
adding subaccounts is severely limited without at 
least 512K of RAM and the time required for cal- 
culation is prohibitive without the addition of a 
math coprocessor (8087). 

Not only is Alcar slow in making recomputa- 
tions, its program provides no batch capability, 


- Thus, it is not possible to instruct the program to 


make a series of steps (perhaps invol;ing a num- 
ber of recalculations and printing of a number of 
pages) and then return when these steps are com- 
pleted. Thé user must remain at the ccmputer and 
select choices from menus as they appear on the 


screen. 
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Also, while the use of 1-2-3 files is welcome, the ` 


use of external data can resuit in a tedious process 
of converting an ASCII file (say from a mainframe 
Compustat database) into 1-2-3 and then into 
Alcar. It would be very convenient to be able to 
read in ASCII files directly. 

As the VP includes five floppy disks, a hard disk 
system is a welcomed convenience. The menu 
offers a help selection throughout, but it is easier 
. to read the excellent support manual rather than 
flip disks around if a hard disk is not available. 

Perhaps the principal drawback of the VP is that 
its prodigious power might lull the user into a false 
sense of over-confidence in the results provided. It 
-is appealing to have a specific number valuation 
placed on a particular firm and its accompanying 
strategy. But the user must remain aware that the 
projection of shareholder value is only as good as 
the forecast, and the forecast is very dependent 
upon the forecaster’s grasp of the firm, its indus- 
try, and its environment. 

JOHN ELSTROIT 
Visiting Assistant Professor 
of Management 
JOHN PAGE 
. Associate Professor of Accounting 
Tulane University 


Kaz Ocur and Patricia J: HUGHES, Ac- 
counting with Lotus 1-2-3 (Belmont, CA: 
Wadsworth Electronic Publishing Co., 
1983, pp. ix, 276, $19.95 paper including 
disk). ` 


Accounting with Lotus 1-2-3 provides an inter- 
esting supplement for integrating computer appli- 
cations into financial accounting courses. Origi- 
nally designed to provide business and professional 
people with the keystrokes necessary to prepare the 
various spreadsheets, this text is remarkably suc- 
cessfulin the classroom setting. Part of this success 
relates to the completed spreadsheets being genu- 

inely workable, rather than sterile textbook prob- 
lems; they contain features that highlight computer 
strengths such as an aging analysis, an aging graph, 
and a customer subsidiary ledger in the accounts 
receivable spreadsheet. The presentation is well 
arranged and clearly presented. The keystrokes are 


tabled in a format which first describes each key- 


stroke and then explains its function; additional 
commentaries are interspersed throughout. The 


programs use à wide variety of Lotus 1-2-3 com- - 


mands and include some data base management. 
In my opinion, decreasing the publisher's re- 
strictions would allow a superior utilization of the 
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text. If students could be given partially pro- 
grammed templates for some of the worksheets, 
the time constraint would be lessened and some of 
the repetitious elements of setting up worksheets 
would be removed. A brief tutorial also would be 
helpful, and some method of referencing various 
procedures would make the book more useful. The 
lack of a reference system hinders the user from 
easily returning to demonstrated procedures at a 
later date. ` l 
In summary, this text is an effective computer 
application supplement for financial accounting. 
Students with little or no computer background : 
receive valuable exposure to real-life, reasonably 
sophisticated applications of Lotus 1-2-3 proce- 
dures and also can become comfortable with the 
IBM PC and Lotus 1-2-3 software. Although the 


- text could be used to supplement an introductory 


course if sufficient staff and computer capacity are 
available, most universities probably would intro- 
duce it at the intermediate accounting level. 
| SARA H. DiNIUS 
Associate Professor of Accounting 
Auburn University at Auburn 


New Serrz, Business Forecasting: Concepts 
and Microcomputer Applications (Reston: 
Reston Publishing Co., Inc., 1984, pp. x, _ 
192, $17.95 paper). 


This is a short, well-written book on forecasting 
concepts and methods. A notable feature is the 
BASIC language program for each of the methods. 
The book is appropriate for undergraduate ac- 
counting majors, and J have used it effectively as 
a supplement in a course on budgeting, planning, 
and forecasting. It also would be suitable as a 
supplement in a course on quantitative methods or 
advanced cost accounting. 

The strongest feature is its clear descriptions 
of the forecasting methods. These include simple 
linear regression, multiple regression, nonlinear 
regression, trend analysis, simple decomposition 
analysis, decomposition analysis with two cyclical 
components, simple moving averages, weighted 
moving averages, adaptive filtering, exponential 
smoothing, and Monte Carlo simulation. Each 
method is illustrated with a comprehensive exam- - 


` ple. After studying the chapter and reviewing the 


model problem, most students will be able to solve 
the end-of-chapter problems without difficulty. 
Included are additional chapters on evaluating 
forecast accuracy, modeling and.simulation, and 
collecting and managing data for forecasting, and 
four short appendices. The first appendix is a brief 
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discussion of basic statistical concepts (with exam- 
ples and exercises) and the use of the standard 
normal distribution table in Appendix D. The stan- 
dard normal distribution is not referenced in the 
body of the text. Instead, the ‘statistic table 
(Appendix C) is frequently referenced throughout 
the book, but its use is not explained. Appendix B 
lists “Commonly Used Data Sources” with a brief 
discussion of each. 

Despite the book’s title, it has little on the 
conceptual development of forecasting methods. 
For example, the first chapter includes a table on 
the selection of a forecasting method that uses a 
highly simplistic approach. The instructor may 
wish to include additional lecture material to 
remedy this deficiency. 

Another major feature of the book is its micro- 
computer applications that consist of a BASIC 
language program for each forecasting method. 
The programs are written in a dialect of Microsoft 
BASIC and with some modification can be run on 
most microcomputers. Since no diskette of pro- 
grams is available, the programs must be entered 
from the keyboard. At best, this is a tedious pro- 
cess with little if any educational value. Further- 
more, not all of the programs run as expected. Pro- 
viding a diskette of programs to the student would 
reduce the typing requirement, but would not 
improve the educational value significantly. 

Although all of the students in my class had some 
experience with BASIC, no assignments using the 
BASIC programs were made. Fortunately, the stu- 
dents could use an electronic spreadsheet to solve 
all of the assigned problems. For some students, 
this was their first experience with a microcompu- 
ter and an electronic spreadsheet. The SuperCalc? 
electronic spreadsheet was used because students 


find it is easy to learn and use, but Lotus 1-2-3, . 


Multiplan, or almost any other spreadsheet would 
have been equally acceptable. Having students use 
an electronic spreadsheet rather than running 
BASIC programs has several advantages. The first 
relatesto the learning experience. Unlike executing 
BASIC programs developed for them, students 
must understand the solution method if they are to 
generate a spreadsheet to solve a problem. Since 
electronic spreadsheet software is used much more 
frequently by practicing accountants than are 
BASIC language programs, the students are able to 
. develop their skills with this popular software. 
With SuperCalc’, students use only a few addi- 
tional keystrokes to produce graphs that are par- 
ticularly valuable for time-series analysis and 
forecasting. 

The Auditing Standards Board's recent SAS on 
“Financial Forecasts and Projections" may 
increase the interest in including the study of 
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forecasting techniques in the accounting curricu- 
Ium. Accounting texts invariably ignore forecast- 
ing, while quantitative methods texts oi'ten devote 
only a single chapter to it. Texts entirely devoted to 


. forecasting, such as the one by Makridakis, Wheel- 


wright, and McGee (over 900 pages). generally 
require a full semester of study. The textbook and 
software reviewed here provide the instructor with 
an opportunity to include forecasting tcpics in his 
or her course, while maintaining conside-able flexi- 
bility over the other topics of the course. 

FRED NORDHAUSER 

Associate Professor of Accounting 
University of Texas at San Antonio 


GAYLORD N. SurrH, Electronic Spreadsheet 
Applications for Cost Accounting, Lotus 
1-2-3/IBM PC (Cincinnati: South-Western 
Publishing Co., 1985, pp. vii, 152, $19.95 
paper including template). 


Introduction of computer applicat.ons into 
accounting courses necessitates diverting valuable 
instructional time to teaching students scftware as 
well as allowing time for the sometimes repetitious 
task of designing and programming worksheets. 
Publishers respond to this difficulty by providing 
templates that often are sterile and can result in 
students learning not concepts, but skills in plug- 
ging numbers into blanks. Using this text as a sup- 
plement to cost-managerial texts mitigetes these 
problems and allows the instructor to effectively 
integrate computers into the classroom m a time- 
efficient manner. 

A tutorial is clearly written, with data 5resenta- 
tion well paced so that students easily follow the 
“hands on” procedures. A pre-progranmmed sec- 
tion, containing problems for which data and a 
partially programmed solution are already entered 
onto a template, gives students experience in 
developing and entering formulas for each pro- 
gram. "Template Ticklers’’ require students to 
prepare additional, often challenging, afterations 
to the template. A disadvantage of the prepro- 
grammed problems is that most are specizic to the 
data given and require adjustments to become 
generalizable for solving other homewo-k prob- 
lems in the area. l 

A final section, containing model-building prob- 
lems, gives students experience in dssigning 
complete programs. Although these prog-ams are 
generalizable and help develop Lotus 1-2-3 skills, 
time constraints allow assigning only one or two 
per quarter. 

In summary, this text provides a compromise - 
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between the time-consuming ‘‘design each pro- 
gram totally” approach and the simplistic template 
. approach. The tutorial guides the students simply 
and succinctly through the basics of Lotus 1-2-3, 
the preprogrammed section provides comprehen- 
sion of the principles of computer applications 

without losing time entering titles and column 


widths, and the model-building section helps stu- 


dents visualize the total application.. 
.. Sara H. DINIUS 
^. Associate Professor of Accounting 
Auburn University at Auburn 


JOHN WANLASS, Computer Resource Guide: 
Principles of Accounting (San Diego: Har- 
court Brace Jovanovich, Publishers, 1984, 
pp. vi, 42, $19.95 paper including 2 disks). 


This is a general ledger package that is available 
to students at a moderate price. Since it is not a 
practice set, it gives students a ‘‘real-life’’ feel as 
they work through problems. It requires no prior 
computer training and can be learned in a matter of 
minutes. 

Just six pages of instruction prepares the student 


to use the package. An additional 23 pages pro-- 


vides an in-depth understanding of the program, 
but.these need not be studied to use the program 
effectively. The package can be used on both the 
IBM-PC and Apple II 4- or IIe machines and each 
packet contains disks for both systems. The IBM 
version requires a two-disk system. It cannot be 
used on a hard disk or a network. 


' The instruction manual is well written and easy ` 


to understand. The manual includes the printout 
for a completed problem that the student can use to 
learn the system and gain confidence by immedi- 
ately comparing his/her output with the correct 
‘solution. It also includes 11 additional problems 
that can be used for assignment material. One of 
those covers six months of activity, and the student 
is asked to prepare financial statements at the end 
of each of those months. As a general ledger pro- 
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gram, it can be used on any problem in any text- 
book that requires the preparation of financial 
statements. The disk stores approximately 160,000 
bytes of information, so all 12 of the problems in. 
the manual plus several additional problems could 
easily be put on the disk. The data must be main- 
tained on the program disk. 

The program was designed specifically to be used 
in the first introductory accounting course. But for 
several reasons it might be more adaptable to the 
first intermediate accounting course. A reason for- 
this is that many schools simply do not have the 
hardware to handle the large numbers of introduc- 
tory accounting students. From an educational 
perspective, students are more prepared to be 
introduced to a computerized accounting system 
after they have completed introductory account- 
ing. Also at the intermediate level, it can be used 
early in the course when computers are more avail- 
able than later in the term. 

The student inputs the company name, sets up 
the chart of accounts and the classification of 
accounts, and inputs the transactions. The com- 
puter will post the inputs and prepare financial 
statements as directed by the student. But the pro- 
gram has two frustrating aspects. It will not allow 
any change in the company name after it is initially 
entered; and after accounts are entered, they 
cannot be deleted, they can only be changed. . 

These frustrating aspects have a positive side 
since they help to deal effectively with the problem 
of student integrity. When students first initialize 
the disk, they do so by entering their name. This 
cannot be changed at a later date. Thus all print- 
outs from a disk will bear that student's name. 

The main strength of this product over its com- 
petitors is that it is a general ledger package rather 
than a practice set. As such it is a far superior tool 
for teaching students the ‘‘real-life’’ aspects of 
accounting. 

RONALD M. MANO 
Associate Professor and 
Willard L. Eccles Fellow 
Weber State College 
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JULY 1986 PLACEMENT ADS 


The deadline for information to be included in the “Placement Information”’ 
section is two months prior to the date of publication. The REVIEW is published on 
the first day of January, April, July, and October. Placement advertising and raplies 
should be sent to the American Accounting Association, 5717 Bessie Drive, 
Sarasota, FL 33583. All replies to box numbers should be on separate sheets to 
facilitate forwarding. There is no charge for this service to AAA member: and 
associate members seeking employment. Others will be charged a Jee of $160 per 
insertion. Ads should not exceed 100 words. 
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TEMPLE UNIVERSITY seeks applicants for accounting faculty positions. Rank is dependent on 
candidate’s qualifications. Salaries are competitive, fringe benefits are excellent. Candidates should 
hold a doctorate in accounting or ABD with substantial progress toward completion. CPA or CMA 
is a plus. The Department desires well-balanced performance by its faculty, including teaching excel- 
lence, publications and service. BBA, MBA, MS in Tax and Ph.D. programs are offered. Temple 
University is located in historic Philadelphia and is a short drive from the Pocono Mountains and the 
Jersey shore. Apply to: Dr. Stephen L. Fogg, Chairman, Department of Accounting, School of 
Business Administration, Temple University, Philadelphia, PA 19122. Telephone (215) 787-1915. 
Temple University is an equal opportunity, affirmative action employer. Qualified minorities and 
women are encouraged to apply. 


THE UNIVERSITY OF MANITOBA is seeking applicants for tenure-track positions in accoanting 
for July 1986. Rank is open, based on qualifications and experience. A visiting appointment is also 


. possible. Ph.D. or DBA, completed or near completion, is required. Duties include research and 


teaching at the undergraduate and graduate levels. Salary is competitive and will depend on qualifi- 
cations, experience, and research record. Winnipeg, a multi-cultural city of 600,000, offers the best 
of an urban environment in the heart of Canada’s vacation land. Both women and men are 
encouraged to apply. In accordance with Canadian immigration requirements, priority will be given 
to qualified Canadian citizens and permanent residents of Canada. Applications should be sent to: 
Dr. L. I. Gould, Head, Department of Accounting and Finance, University of Manitoba, Winnipeg, 
Manitoba R3T 2N2. 


APPLICATIONS FOR POSITIONS IN ACCOUNTING, at all professorial ranks, are invitec from 
qualified persons having research and teaching interests in the areas of auditing, financial, 3ealth 
care, information systems, managerial, and public policy. A Ph.D. is required. Demonscrated 
ability or potential for effective teaching and quality research are important consideration:. The 
University of Pennsylvaniais an equal opportunity/affirmative action employer. Interested persons 
should send their resumé including educational background, professional experience, publications, 
personal data, and, if applicable, a dissertation proposal and abstract to: Professor Robert E. 
Verrecchia, Accounting Department, University of Pennsylvania, Suite 2400 Steinberg Hall- 
Dietrich Hall, Philadelphia, PA 19104-6365. 


SUFFOLK UNIVERSITY, Boston, Massachusetts. The School of Management's Accounting 
Department anticipates tenure-track openings at the assistant/associate professor levels to teach 
undergraduate/graduate courses in managerial and/or financial accounting. Ph.D. or DBA 
required. ABDs in final stage considered. Evidence of teaching and research competence required. 
Professional certifications desirable. Apply to: Ronald Sundberg, Associate Dean, Schcol of 
Management, Suffolk University, 8 Ashburton Place, Beacon Hill, Boston, MA 02108 or call (617) 
723-4700, ext. 307. An equal opportunity, affirmative action employer. 


UNIVERSITY OF NEW ORLEANS invites applications for the position of Assistant or Associate 
Professor of Accounting. Candidates should have the Ph.D. or DBA degree. Evidence of excelence 
in teaching, research, and professional activities is necessary. Salary is negotiable and competitive. 
The University offers the M.S. in Accounting and the M.S. in Accounting (tax option), as well as the 
M.B.A. Approximately 700 undergraduate accounting majors are enrolled. The University has 
AACSB accreditation at both the graduate and undergraduate levels. Candidates should. send 
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resumé to Professor R. J. Thacker, Chairman, Department of Accounting, College of Business 
Administration, University of New Orleans,. New Orleans, LA 70148. UNO is an Affirmative 
Action, Equal Opportunity Employer. 


GEORGE WASHINGTON UNIVERSITY, Department of Accountancy invites applications for 


tenure-track positions in accounting. Candidates are expected to possess a doctoral degree or be near 
completion of degree and should be dedicated to teaching excellence and research. GWU is an equal 
opportunity, affirmative action employer. Please send vita to Professor Michael Gallagher, Chair- 
man, Department of Accountancy, George Washington University, 710 21st Street, NW, Room 
209, Washington, DC 20052. Telephone (202) 676-6825. 


PACE UNIVERSITY, New York City. Accounting tenure-track faculty positions at all levels in 
undergraduate program. Teaching in financial, managerial, information systems, and auditing 
areas available. Ph.D. or D.B.A. is required. One-year visitation possible. Please send resumé to: 
Chairman, Department of Accounting, Lubin School of Business Administration, Pace University, 
One Pace Plaza, New York, NY 10058; We are an equal opportunity employer m/f. 


INDIANA UNIVERSITY-PURDUE UNIVERSITY AT FORT WAYNE. The Division of 
Business and Econcmics is seeking applicants for a tenure-track position in accounting beginning 
Fall 1986. Areas of competence should include all phases of accounting; specifically financial, 
theory, and practical aspects. Candidates should possess the Ph.D., D.B.A., or equivalent experi- 
ence. An A.B.D. in defense stage of dissertation will be considered for limited appointment as 
lecturer. Teaching opportunities.available at the undergraduate and graduate levels. Research is 
expected. Salary and benefits are competitive. Applicants should submit vita, graduate transcripts 
and three letters of recommendation to Dr. George W. M. Bullion, Chairman; Division of Business 
and Economics; Indiana University-Purdue University at Fort Wayne; 2101 Coliseum Boulevard, 

East; Fort Wayne, IN 46805. The search will remain open until the position is filled. An Affirmative 
Action, Equal Opportunity Employer. 


OHIO UNIVERSITY has a full-time position for Assistant or Associate Professor to teach financial 
accounting and/or auditing at the undergraduate level. Ph.D. or D.B.A. in accounting required. 
Evidence of teaching and research competence is required. Professional certification and experience 
is desirable. Send resuméto: Professor Donald V. Stuchell, Chairman, Department of Accoünting, 
Ohio University, Athens, OH 45701. Ohio University is an Equal Opportunity/Affirmative Action 


Employer. 


THE UNIVERSITY OF CALIFORNIA AT LOS ANGELES. Applications are invited for posi- 
tions in accounting at both the junior and senior levels for appointments beginning on July 1, 1987. 
A Ph.D. degree is required and the candidate must exhibit outstanding research capability. Resumés 
should be sent to Professor Wayne Landsman, Graduate School of Management, University of 
California, Los Angeles, CA 90024. Telephone: 213-825-3930. UCLA is an Affirmative Action, 
Equal Opportunity Employer. 


EASTERN ILLINOIS UNIVERSITY. Assistant or Associate Professor of Accounting. Tenure- 
track position. Ph.D. in Business with accounting major required. Teaching load reduction possible 
for those researching and publishing. Class assignments are flexible (depending upon program 
needs), but auditing, governmental, and financial are primary needs. Salary is dependent upon 
qualifications and experience with net pay being very competitive since Eastern is not under Social 
Security and the pension plan is tax-sheltered. For further information contact: Dr. Lowell D. 
Bourne, Chair, Department of Accountancy, Data Processing and Finance, Eastern Illinois 
University, Charleston, IL 61920; (217) 581-3023. An Affirmative Action/Equal Opportunity 
Employer: 


FACULTÉ DES SCIENCES DE L'ADMINISTRATION, UNIVERSITÉ LAVAL. La Faculté des 
sciences de l'administration de l'Université Laval invite les personnes intéressées à enseigner au 
niveau des trois cycles universitaires et à faire de la recherche, à soumettre leur candidature. Cet 
enseignement et cette recherche pourraient étre reliés a l'une des disciplines suivantes: Comptabilité, 
Finance et assurance, Management, Marketing, Systèmes d'information, Economie appliquée à la 
gestion, Systémes de décision.et de la Gestion de opérations. Nous offrons des postes aux rangs 
d'adjoint, d'agrégé cu de titulaire. Les personnes intéressées doivent détenir un doctorat ou étre sur 
le point de l'obtenir. Les conditions d'emploi sont régies par la convention collective en vigueur. Les 
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dates d'entrée en fonction sont pour l'automne 1986 ou l'hiver 1987. S'il vous plait, faire parvenir 
votre curriculum vitae a: Monsieur Jean-Marc Martel, Vice-doyen académique, Faculté des sciences 
de l'administration, Université Laval, Québec G1K 7P4, Canada. 


CHAIRPERSON, THE UNIVERSITY OF TOLEDO. The EE of Accounting invites 
nominations and applications for the departmental chairperson. Candidates should pcssess a 
doctorate, preferably with accounting as a major area of study. Applicants should have established 
credentials sufficient to support a senior-level faculty appointment. Salary for the appointment is 
very competitive. The University of Toledo has an enrollment of approximately 20,000 students. 
The campus is located in an excellent neighborhood which enables many of the faculty to walk to 
their offices. The Accounting Department offers an undergraduate degree in accounting as vell as a 
Master of Science in Accounting degree and the MBA. Send vita to: Dr. Larry F. Konrath, 
Chairman, Department of Accounting, The University of Toledo, Toledo, OH 43606. The Jniver- 
sity of Toledo is an Equal Opportunity/Affirmative Action Employer. 


THE UNIVERSITY OF TOLEDO. The Department of Accounting invites applications for 
positions effective September 1986 or January 1987. Candidates should possess a doctorat2 with a 
specialty in accounting. ABD’s will also be considered. Salary for Oe appointment is very com- 
petitive. The University of Toledo has an enrollment of approximately 20,000 students. The zampus 
is located in an excellent neighborbood which enables many of the faculty to walk to their offices. 
The Accounting Department offers an undergraduate degree in accounting, as well as a Master of 
Science in Accounting degree and the MBA. Send vita to: Dr. Larry Konrath, Chairman, 
Department of Accounting, The University of Toledo, Toledo, OH 43606. The University of Toledo 
is an Equal Opportunity/Affirmative Action Employer. 


POSITION WANTED. Just retired, age 60, after 14 years university teaching in Singapore. M.A., 
F.C.A. (England and Wales). Extensive previous experience as practitioner in England. 3eeking 
visiting professorship or one-year appointment to teach financial accounting. Any location. 
Available any time. Please write for resumé to: Peter Windle, 29 Garlick Avenue, SERO e 1027, 
Republic of Singapore. 


CHAIRPERSON, DEPARTMENT OF ACCOUNTING AT EAST CAROLINA UNIVERSITY. 
Applications are invited for the position of chairperson of the Accounting Department in the School 
of Business, one of five departments in the school, with twelve faculty. The School of Busiaess has 
AACSB accreditation at both the graduate and undergraduate levels. Candidates must pcssess an 
earned doctorate with major or concentration in accounting and have a record of outstanding 
teaching, administrative competency, and recent scholarly publications. Professional certification 
and some professional accounting experience are highly desirable. Salary competitive. Send 
application, resumé, and three references before October 31, 1986 to: Dr. Philip C. Chenz, Chair 
Search Committee, School of Business, East Carolina University, Greenville, NC 27854. East 
Carolina University, a constituent institution of the University of North Carolina System, is an 
equal opportunity, affirmative action employer. 


THE UNIVERSITE DU QUEBEC A MONTREAL invites applicants for tenure-track positions in 
Accounting at the Assistant Professor level. Candidates should possess a doctorate, preferzbly with 
accounting as a major area of study. Doctoral candidates at advanced dissertation stage will be 
seriously considered. Fluent speaking abilities in French are required for teaching parposes. 
Teaching experience and published research are desirable. Duties include teaching, research, and 


. administrative services. The Accounting Department offers two undergraduate dezrees in 


accounting, as well as a Master of Science in Accounting program. Applicants can choose tc teach in 
any of the following areas: Financial Accounting, Managerial Accounting, Auditing and Taxation 
(Canadian tax laws). Salary is based upon credentials and experience. Applications should be sent 
to: Réjean Belzile, Département des sciences comptables, Université du Québec à Montréal, C.P. 
8888, Succursale “A”, Montréal, Québec H3C 3P8. 


CHAIRPERSON-—Accounting Department, School of Business Administration, Oakland Univer- 

sity, Rochester, Michigan (suburban Detroit). Candidates must provide leadership in academic and 
research programs and interact with the business and professional community. Rank ard salary 
open and extremely competitive; outstanding fringe benefits. Candidates should be tenurable and 
possess a doctoral degree in accounting. Send resumés to: Ronald M. Horwitz, Dean, Szhool of 
Business Administration, Oakland University, Rochester, Michigan 48063. Oakland University is _ 
an Equal Opportunity, Affirmative Action Employer. 
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SANTA CLARA UNIVERSITY invites applications for tenure-track positions in Accounting. The 
qualifications for these positions are a demonstrated interest in and capacity to do publishable 
research and a high level of teaching competence. A Ph.D. in Accounting is required (ABDs nearing 
completion of the dissertation will be considered). The University is an Equal Opportunity/ 
Affirmative Action Employer. Send resumé and list of references to Charles F. Louie, Accounting 
Department, Santa Clara University, Santa Clara, CA 95053. 


SOUTHERN METHODIST UNIVERSITY has an opening for an Assistant Professor of 
Accounting. Position begins Fall semester 1986. Earned doctorate or ABD. Research and teaching 
emphasized for tenure and promotion. Salary negotiable based upon experience and prior research 
record. Direct inquiries (including vita) to: Chairperson, Department of Accounting, Edwin L. Cox 
School of Business, Southern Methodist University, Dallas, Texas 75275. Southern Methodist 
University is an Equal Opportunity/Affirmative Action/Title IX Employer. 


DEPARTMENT HEAD. The Department of Accounting at The University of Akron is seeking a 
department head, appointment effective by September 1, 1987. Recently described in Forbes 
Magazine as a ''thriving" city experiencing ‘‘a renaissance," Akron is a cosmopolitan, diversified, 
service-oriented community located in a major metropolitan area. The University of Akron, third 
largest in the state of Ohio, bas a total day and evening enrollment of 26,000 students; 800 
accounting majors; and approximately 250 accounting graduates each year. The Department has 27 
tenured or tenure-track faculty, 19 of whom have doctorates. It offers an MS in accounting, an 
accounting concentration in the MBA program, a Master of Taxation, and a joint JD/Master of 
Taxation Program. Undergraduate and graduate programs in business administration are AACSB 
accredited. Qualified applicants should possess an earned doctorate; professional certification is 
desirable. Applicants should qualify for appointment as associate or full professor. Demonstrated 
dedication to teaching excellence, research, and professional activities is essential. Rank and salary 
are competitive and negotiable. Send resumés to Professor R. Penny Marquette, Chair, Search 
Committee, Department of Accounting, College of Business, Box 1040, The University of Akron, 
Akron, Ohio 44325, before October 15, 1986. The University of Akron is an equal opportunity/ 
affirmative action employer. 


OLD DOMINION UNIVERSITY —ACCOUNTING. Anticipated tenure-track assistant professor 
position for August 1987. Terminal degree is required but ABD with substantial progress will be 
considered. ODU, located in Norfolk, Virginia, is a state-supported doctoral degree granting 
university with AACSB accreditation at both graduate and undergraduate levels. Separate 
accounting accreditation has also been obtained. The School of Business Administration offers 
undergraduate programs in six areas and three graduate programs. Send applications by December 
15, 1986 to: Dr. Richard Bebee, Chair, Department of Accounting, Old Dominion University, 
Norfolk, VA 23508. Telephone (804) 440-3529. Old Dominion University i is an affirmative action, 
equal opportunity institution. 


THE UNIVERSITY OF DELAWARE, Department of Accounting, is recruiting faculty for 
September 1986 and September 1987. Emphasis in systems, managerial and financial accounting 
preferred, but other qualified faculty with interests in other accounting areas will also be considered. 
A Ph.D. or DBA in Accounting is required. The nine-hour normal load generally consists of three 
sections with two preparations. The teaching assignments are selected according to the individual’s 
interests and qualifications. The Department offers an M.S. in Accounting (fifth year), in addition 
to a strong undergraduate accounting program. Teaching and course development will be expected 
at both graduate and undergraduate levels. Undergraduate program accredited by AACSB, The 
University of Delaware is located in a suburban/rural setting about midway between New York City 
and Washington, DC. The University of Delaware is an equal opportunity employer: which 
encourages applications from qualified minority groups and women. The University is financially 
stable. Please contact Chairperson, Department of Accounting, University of Delaware, Newark, 
DE 19716 (phone 302-451-2961). 


ACCOUNTING TENURE-TRACK POSITION: Ph.D. (or dissertation in process) for assistant or 
associate professor for fall 1987. Sooner if desirable on part of candidate. Salary competitive. 
LeMoyne College has a very competitive student body of 1800 of whom % are residents. In addition 
to Accounting with 300 majors, it features curriculum with majors in traditional liberal arts areas as 
well as separate departments i in Business Administration and Industríal Relations. It is located in 
Syracuse, New York, a major metropolitan area with a diversified industrial base, ready access to 
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the recreational areas of the Finger Lakes and Adirondacks and one of the lowest costs-of-living 
among major cities. Send curriculum vitae to Dr. Ronald L. Taylor, Chair, Accounting 
Department, Le Moyne College, Syracuse, New York 13214. EEO/AA employer. (315) 445-4431. 


POSITION WANTED: B.S. (Accounting); J.D.; L.L.M. (Taxation); S.J.D. CPA and member of 
the Bar. Now in fifteenth year teaching in business programs in Europe—undergradua‘e and 
graduate programs. Courses include several of accounting, other business administration offerings 
and internationally oriented courses, e.g., International Business, International Accounting, etc. 
Also in Europe previously affiliated with U.S. subsidiaries at managerial level, Big 8 firms and law 
firm. Seeking position with business school in the USA, undergraduate or graduate. Please write to 
FRP, c/o Franklin Residence, No. 22, 666 Bloomfield Avenue, West Caldwell, NJ 07006 p-ior to 
July 25 and thereafter to FRP, Scala D, Interno 6, Via C. Pascarella, 00153 Rome, Haye 


DEPARTMENTAL CHAIR: WRIGHT STATE UNIVERSITY is seeking a chair for the 
Department of Accountancy starting July 1987. Candidate must have doctorate and be qualif:ed for 
appointment as an Associate/Full Professor. The chair provides leadership to 12 full-time faculty 
and should have a proven record of excellence in teaching, research and service. The candidate must 
be willing and able to maintain a strong relationship with the professional community and should 
have a professional certification. The College offers a BS with an | Accounting Major and an MBA 
with an Accounting Concentration. Salary is competitive and is dependent on credentia s and 
experience. Candidates should send a resumé to Professor Michael J. Cleary, Chair, Accounting 


. Chairperson Search Committee, College of Business and Administration, Wright State University, 


Dayton, Ohio 45435. Applications received by August 15, 1986 will allow an opportunity for us to 
meet with potential candidates during the convention. Application deadline is December 1, 1986. 
Wright State University is an Equal Opportunity, Affirmative Action Employer. 


THE NORWEGIAN SCHOOL OF ECONOMICS AND BUSINESS ADMINISTRATION, 
Bergen, Norway, invites applications for position(s) in auditing. The School, which is a leading insti- 
tution of its kind in Scandinavia, has a Professional Accounting and Auditing Program and cirects 
the national CPA exams. Most textbooks in use are in the English language, and teaching rr.ay be 
conducted in English. Applicants must be committed to teaching. Permanent as well as visiting 
appointments will be considered. The School may cover moving expenses. Applications or requests 
for further information should be directed to Professor Frøystein Gjesdal, Chairman, Depar:ment 


. of Accounting and Auditing, Norwegian School of Economics and Business Administration, 


Helleveien 30, N-5035 Bergen-Sandviken, Norway (phone (05) 25-65-00, (05) 25-64-60). Applica- 
tions for permanent appointments must be submitted before October 1, 1986. 


ASSOCIATE PROFESSOR (TAXATION) at a major private institution with respected Master of 
Taxation program seeks visiting professorship for 1987-1988 AND/OR summer teaching fcr any 
summer session after 1986. Coastal or resort areas preferred for summer. Areas of expertise are 
Partnership, Estate, Gift and Fiduciary Taxation. Three years ''Big Eight" experience and twelve 
years id: experience. Please write for vita. 


THE UNIVERSITY OF HAWAII’S SCHOOL OF ACCOUNTANCY invites applicatiors for 
faculty positions at the rank of assistant or associate. Candidates should be profession and research 


_ oriented. The College of Business is AACSB-accredited. Members of the School will be in atten- 


dance at NYC, Send resumé to: Dr. Wayne A. Label, Director, School of Accountancy, College of 
Business Administration, University of Hawaii, Honolulu, Hawaii 96822. The University of Hawaii 
is an Equal Opportunity/Affirmative neon Employer. 


THE UNIVERSITY OF SAN DIEGO, School of Business, is seeking applications for tenure-track 
appointments at the Assistant or Associate Professor levels. All teaching areas are available n the 
undergraduate and MBA programs with special needs in (1) auditing, (2) financial, and (3) 
managerial. The university numbers 5,000 students and the School of Business is AA Sp. 
accredited. Ph.D. or DBA required. ABD also considered. If you think that a small, quality- 
oriented school where your input counts is where you would like to be, we would like to talk witi you 
at the national AAA meeting in New York. Please contact Jim Daniels, School of Business, 
University of San Diego, San Diego: CA 92110. es 260-4875. 
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THE UNIVERSITY OF MISSOURI-COLUMBIA, School of Accountancy, College of Business 


and Public Administration, has a tenure-track faculty position available for Fall 1987. The 


University is an Equal Opportunity, Affirmative Action Employer, Applications from minority 
members and women are encouraged for these positions. A Ph.D. or near completion is required. 
An interest in a mix of research, quality teaching, and service is preferred. Please send vita to: Dr. 
Thomas P. Howard, Chair, Accountancy Recruiting Committee, University of Missouri- 
Columbia, 230 Middlebush Hall, Columbia, Missouri 65211. 


THE UNIVERSITY OF MINNESOTA, DULUTH, SCHOOL OF BUSINESS AND 
ECONOMICS announces the following tenure-track positions (or may be tenured if hired at the 
professor rank): Instructor/Assistant Professor or Associate Professor/Professor of Accounting. 
Doctoral degree in accounting is required, or near completion. Teach cost/managerial, all levels of 
financial accounting, and selected electives in accounting. Applicants for these positions must have 
potential for successful coritribution in teaching, publications, and service. Associate Professor 
level requires a record of successful college teaching, publications, and service. Professor level 
requires superior academic performance and national recognition. Starting date: September 1, 1987 
or thereafter. Applications consisting of a curriculum vitae, the names of three references, and a 
letter expressing interest and availability should be sent by October 31, 1986 to: Dr. C. Stevenson 
Rowley, Head; Department of Accounting, 125 SBE; University of Minnesota, Duluth; Duluth, 
MN 55812. The University of Minnesota is an Equal Opportunity Educator and Employer and 
specifically invites and encourages applications from women and minorities. 


THE UNIVERSITY OF ARKANSAS will interview applicants at the AAA meeting in New York 
City for tenure-track positions at the assistant or associate professor level beginning Summer or Fall 
1987. Weare interested in adding faculty who are qualified and motivated to engage in research that 
leads to publication. The faculty member must also be a good teacher. A Ph.D:/DBA or doctoral 
dissertation stage is required. The College of Business Administration and the Department of 
Accounting have accreditation for both the undergraduate and graduate programs, and the College 
administers the only Ph.D. program in the state. To arrange an interview in New York City, send a 
resumé to Dr. Jackson A. White, Department of Accounting, University of Arkansas, Fayetteville, 
AR 72701. Telephone: 501-575-4051. 


UNIVERSITY OF LOUISVILLE—ASSISTANT PROFESSOR OF ACCOUNTING. 
Appointments as Assistant Professor of Accounting. will be available in the Department of 
Accountancy for Fall 1987. Minimum qualifications are: A Ph.D. or DBA, demonstrated potential 
for teaching effectiveness and demonstrated potential for quality research capabilities. ABDs will be 
considered if substantial progress has been made on the dissertation. Beyond minimal 
qualifications, preference will be given for possession of CPA or CMA. Preferred areas of teaching 


. and research are financial, managerial, and auditing. Deadline for application is September 15, 
- 1986. If you wish to take advantage of this opportunity, send your vita to: Dr. Alan Attaway, Chair- 


man, Department of Accountancy, School of Business, University of Louisville, Louisville, 
Kentucky 40292. An Equal Opportunity, Affirmative Action Employer. 


CHAIRPERSON: The Pennsylvania State University is seeking a Chairperson for its Department 
of Accounting and Management Information Systems to begin July 1, 1987. The responsibilities are 


-© to: Enhance external relations with business and governmental communities; maintain internal 


relations with other academic units in the university; support active and diversified research 
programs of the department's faculty; and. continually refine curriculum offerings for Ph.D., 
master's, and baccalaureate degree programs. Candidates should possess a record that démon- 
strates a commitment to research and higher education, a strong desire to continue to build the 
Department and College's reputation. of national prominence. A doctorate and/or significant 
experience at a senior executive level in business are essential. Send resumé and references to Dr. 
Mark W. Dirsmith, Chairman, Search Committee, Business Administration Building, University 
Park, PA 16802. 


TULANE UNIVERSITY, A. B. Freeman School of Business, is seeking a research-oriented faculty 
member in financial accounting to fill a tenure-track position at the level of assistant professor. 
Salary and benefits are competitive at the highest levels. Please contact Dr. Soliman Y. Soliman, 
Accounting Group Coordinator, A. B. Freeman School, Tulane University, New Orleans, LA 
70118, telephone (504) 865-5401. An Equal Opportunity/Affirmative Action Employer. ` 
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PRAIRIE VIEW A&M UNIVERSITY has an opening for Head, Department of Accounting. 
Starting date is negotiable. Qualifications are as follows: Candidates must possess an 2arned 


. doctorate in the appropriate field and be familiar with the academic areas that comprse the 


department. Candidates should have evidence of a strong post-doctoral record of teachimg and 
scholarly research; demonstrated business accomplishments; evidence of leadership and 
administrative ability as well as professional activities appropriate for an appointment at the 
Associate or Full Professor rank. In addition, the successful candidates should be capeble of . 
developing strong relationships between the department and the business community. Salary is 
competitive and commensurate with qualifications. Send letter of application/nomination, resumé, 
official transcripts and three current letters of recommendation to Mr. Willie G. Webb, ‘Chair, 
Search Committee, Department of Accounting, College of Business, Prairie View A&M University, 
P.O. Box 2294, Prairie View, TX 77446, (409) 857-4011. Closing date for applications: August 1, 
1986 or until filled. FACULTY POSITIONS are also open, starting date negotiable. The positions 
require doctorate or ABD, teaching experience preferred, CPA desirable. Salary competitive and 
rank open for the positions. Send letter of application/nomination, resumé, official transcripts, and 
three letters of recommendation to Dr. Milton R. Bryant, Dean, College of Business, Frairie 
View A&M University, Prairie View, TX 77446. Prairie View A&M University is a part of the Texas 
A&M system and an Equal Opportunity Employer. 


TAXATION/LAW POSITION WANTED for Fall 1986 or Spring 1987. Several years teaching tax 
and business law experience. Also four years Big Eight tax experience. Attending AAA convention 
in New York. Write for resumé. 


As we go into our tenth year, 

we would like to thank our authors. 
in accounting, auditing and taxation 
for their outstanding contributions 
to our 1985-1986 publications. 
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Northeastern University 
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Northeastern University 


Johnny R. Johnson 
University of Georgia 


Sally M. Jones 
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Saint Mary's University 
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Stanley H, Kratchman 
Texas A&M University 
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indiana University. 
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Loyola University 
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- University of Nebraska 
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Woody M. Liao 
University of Houston 


Richard Lindhe 
Northeastern University 


Robert E. Maicom 
Penn State University 


Thomas P. McCartney. 


Suffolk County Community Collage 


Larry F. McCrary 
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` Thomas E. McKee 


East Tennessee State University 
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Northeastern University 


James E. Meddaugh 
Rochester institute of Technology 


Richard L. Nichols 
South west Missouri State Universi 


Rose Nicholson-Stone 
Florida Junior College 
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University of Wisconsin-Eau Claire ` 


Paul W. Parkinson 
Ball State University 


Gordon D. Pirrong 
Boise State University. 


Richard Pitre 


University of Houston- Cleat Lake City 
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Mattle C. Porter d 


University of Houston 
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University of Houston 
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Auburn University 
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Ray L. Ross - 
Youngstown State University 
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Edward J. Schnea 
University of Alabama 
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Penn State University 


Gary L. Schugart 
Texas A&M University ` 
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University of Virginia 


Ted Skekel 
North Texas State University 
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University of Virginia 
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Texas A&M University 


Ray G. Stephens - 
Ohio State University 
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Indiana University 


Robert H. Strawser 


"Texas A&M University 


Robert J. Swieringa 
Cornell University 


Steven C. Thompson 
University of Houston 


John C. Tripp 
University of Denver 


Michaal Tucker 
University of Tulsa 
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University of the Pacific - 


Mark A. Vogel 
University of Denver 


Thornas C. Waller 
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Earl Weathers 
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fra R. Weiss 
University of Houston 


Donna Lynn Welker 


Texas A&M University 
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San Diego Stata University 


James E. Willlamson. 
San Diego State University 
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FINANCIAL 
ACCOUNTING, 5/e 


Walter B. Meigs, University of Southern California. 
Robert F. Meigs, San Diego State University 


1986, 758 pages (0-07-041631-1) 











Meigs-Meigs is the number one seller in financial accounting and for more e than 
one reason. Authors Walter and Robert Meigs bring experience, innovation, and a 
sense of realism to the field as they continue to explore accounting in today's 
manual and computerized environments. Problems are drawn from actual 
businesses, the accounting cycle is covered step-by-step, and impo-tant areas 
such as income taxes and international accounting are explored in detail. 90% of 
the exercises and problems are new or revised, and new ''Cases in Point" 
dramatize the vital role of accounting in business decisions. 


PRINCIPLES MANAGERIAL —  Meddaugh: THE ACCOUN- 


TING/LOTUS CONNEC- 
Smith-Keith-Stephens: Heitger-Matullch: . TION (intermeciate Ver- 
ACCOUNTING - MANAGERIAL ACCOUN- ` sion) (1 a 


PRINCIPLES, 2/e (1986) TING, 2/e (1986) 
Meddaugh: THE ACCOUN- | 


TING/LOTUS CONNEC- INTERMEDIATE. ADVANCED | 

the IBM PC XT BEAT ` aviae: Mosich-Larsen: MODERN 

mes — Bunn De CO 
,6/e (1986) ` e 

FINANCIAE 5 | Meddaugh: THE ACCOUN- 

Matullch-Heltger: E TING/LOTUS CONNEC- 

FINANCIAL | TION (Advanced Version) 

ACCOUNTING, 2/e (1985) | (1986) 





ua We give you the 





AStory of Innovation. 
ACCOU NTING: Business Decisions, 7/e 


Waller B. Meigs, University of Southern California — 
Robert F. Meigs, San Diego State University 


1987, 1,052 pages (tent.) (0-07-041640-0) 


- Of the three texts that dominate . emore insightful coverage of the 


the introductory field, Meigs’ relationship between basic . 
Accounting is the only one whose accounting procedures and 
popularity has grown dramatically in computer-based systems 
the last decade. The reason? e 200 new exercises and problems, 

‘Innovation. It has consistently and two new ''Cases for Analysis" i in 
brought fresh approaches to each chapter | 
accounting education. In fact, it was e many new topics and a more 
the very first text to emphasize the logical, streamlined organization 


use of accounting procedures in 
making business decisions. The 
seventh edition continues to bring 
new ideas and coverage to the field 
and now includes: 


e a new appendix on international 
accounting and foreign currency 
translation, giving students a world 
perspective of accounting 





COST | AUDITING | ACCOUNTING THEORY 


Polimeni-Fabozzl-Adelberg: . Carmichael-Williamson: Burns-Hendrlckson: 

COST ACCOUNTING, 2/e AUDITING CONCEPTS . ACCOUNTING 

(1986) — . ` AND METHODS: A Guide ^ SAMPLER, Ae (1986) 
Heltger-Matullch: COST to Current Auditing Zeff-Keller: FINANCIAL - 
ACCOUNTING (1985) (1987). and Practice, lé ACCOUNTING THEORY, 
FRAMEWORK (1986) to ac- - de (1985) 

company Heitger-Matulich: Lambert-Lambert-Hruska Carmichael Willingham: 
COST ACCOUNTING (1985) MICRO INC.: A Com- PERSPECTIVES IN 


i l 
GROUNDWORKS (1986) to paora T Case AUDITING, Ae (1985) 
accompany Heitger-Matulich: for Au 

COST ACCOUNTING (1985 | | (forthe IBM PC) (1986) | | 


bottom line. 
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Book Company 


1221 Avenue of the Americas 
New York, New York, 10020 
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Applications and nominations are invited for the position of Chairperson, Department of 
Accountancy. Candidates should have.the doctorate In accounting and be qualified for 
appointment at a senior rank. The Chair is expected to provide leadership to a 27-person 
department. faculty. Administrative responsibilities include program development, faculty 
recruitment and evaluation, supporting research, and fostering relationships with the >rofes- 
Sion. Degrees offered include the B.S. and the M.S. in SE as weil as the MBA witha 
concentration in Accountancy. 
Bentley College, located in a suburb west of Boston, is a thriving, dependent coeducetional, 
professional institution with 6,000 undergraduate and 1,600 graduate students. Long known 
for its education of business professionals, the College ensures challenges for those 
committed to teaching excellence and the pursuit of schol arship. Very strong computer 
support is available for teaching and research. 

Review of applications will begin October 1, 1986 and it is expected that this appointment will 
be effective July 1, 1987. Salary is competitive, dependent dd qualifications, and an 
attractive benefit package is available. 


Please submit resumes to: 


Dr. Clifford D. Brown, Search Committee Chair, Dsrariment of Accountar.cy 
Bentley College, Waltham, MA 02254 


Bentley College 


An Equal Opportunity/Affirmative Action Employer 





FELLOWSHIP AWARD WINNERS 


The American Accounting Association's Student Fellowships Committee met in 
New Orleans on April 10, 1986 to select the 1986-87 recipients of the American 
Accounting Association grants. The committee was chaired by Jose A. Gonzalez, 
Kent State University. Other members of the committee were James W. Deitrick, 
University.of Texas, Austin, and Tonya K. Flesher, University of Mississippi. The - 

. Fellowships Committee was authorized to grant up to three awards in the amount of 
$5,000 to outstanding applicants based only upon academic merits. Other awards, 
in the amount of $1,000, were also made. The committee selections were based 

. upon the applicants’ attributes and accomplishments and.were made without 
distinction as to the school at which the applicant would pursue the doctora! 
studies. The committee reviewed forty-one applications and granted awards 


totaling $30, 000 to eighteen applicants. There were three $5,000 awards and fifteen ` 
$1,000 awards. The Fellowship Award winners were: ` | 


Jeffrey J. Archambault -Eric Hirst 
Douglas K. Barney . .. A Debra Coleman Jeter 
. Susan Bass Bennett Charles Anthony LoFaso ` 
Philip Gary Berger |...» Kevin H. McBeth 
Robert D. Brown Michael Ted Midgley ` 
John Brozovsky | ‘Diane Alice Riordan’ 
Anthony F. Cocco, Jr. ` John Donald Tenbrunsel 
John W. Gill — ‘Robert Heath Trezevant 
John Douglas Hanna: Mark A. Trombley 





Publications 


from 
The American Accounting Association 


GENERAL INTEREST 


AAA |. Non- 
| . Members Members 
Price bevel Changes and Financial Statements, Case Studies of Four Companies l 
by Ralph C. Jones, 179 pages l $ 3.00 $ 3.00 


Price Level Changes and Financial Statements, Basic Concepts and Methods 

by Perry Mason, 28 pages $ 1.00 $ 1.00 
Effects of Price Level Changes on Business Income, Capital and Taxes 

by Ralph C. Jones, 199 pages $ 3.25 $ 3.25 


Accounting and Reporting Standards for Corporate Financial Statements and 
Preceding Statements and Supplements | 
AAA, 64 pages $ .50 $ 1.00 
A Statement of Basic Accounting Theory 
by The Committee to Prepare a Statement of Basic Accounting Theory, 100 | 
pages | $ 3.00 $ 6.00 ` 
Statement on Accounting Theory and Theory Acceptance 
by The Committee on Concepts and Standards for External Financial Reports, 


61 pages $ 3.00 .$ 6.00 
A Statement of Accounting Principles , b 

by Sanders, Hatfield and Moore, 138 pages $ 3.00 $ 6.00 
Accounting Students and Abstract Reasoning 

by George E. Shute, 71 pages $ 3.00 $ 6.00. 
Notable Contributions to the Periodical International Accounting. Literature— 
1975-78 

by the International Accounting Section of the AAA, 168 pages $ 6.00 $ 8.00 
A Review of Innovative Approaches to College Teaching ` 

by Beatrice Gross and Ronald Gross, 68 pages $ 3.00 $ 6.00 


A Compendium of Research on Information and Accounting for Managerial Decision 

and Control in Japan 
by Seiichi Sato, Kyosuke Sakate, Gerhard G. Mueller and Lee. H. Radebaugh, 
159 pages . $ 8.00 $10.00 


Annotated International Accounting Bibliography 1972-1981 

by Abdel. M. Agami and Felix P. Kollaritsch, 175 pages ; $ 5.00 $ 7.00 

MONOGRAPHS* 

No. 3. An Introduction to Corporate Accounting Standards 

by W. A. Paton and A. C. Littleton, 156 pages Kg $ 3.00 $ 6.00 
No. 5. Structure of Accounting Theory i 

by A. C. Littleton, 234 pages $ 300. > $6.00 
No. 6.. The Philosophy of Auditing 

by R. K. Mautz and Hussein A. Sharaf, 248 pages |. $300 $ 6.00 


All members of the American Accounting Association are entitled to purchase publications listed at the member's prices. Make 
checks or money order payable to American Accounting Association. Orders for addresses within the United States will be 
mailed fourth class, postage paid. Orders going to destiriations outside the United States and Canada will be sent by surface 
rate. In all cases, if special handling is requested, the costs will be assumed by the purchaser. 

* Monographs Number 1, 2, 4 and 7 are out of print. 
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No. 
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'No. 


No. 


No. 


No. 


No. 12. A Comparative Analysis of Selected TE Measurement Theories in Finan- 


ACCOUNTING RESEARCH STUDY SERIES 


1. Investment Analysis and General Price-Level Adjustments 


-by T. R. Dyckman, 76 pages 


2. Accounting and Information Theory 
by Baruch Lev, 84 pages 
3. The Allocation Problem in Financial Accounting Theory 
by Arthur L. Thomas, 122 pages 
4. Accounting Controls and the Soviet Economic Reforms of 1966 
by Bertrand Horwitz, 74 pages 
5. Information Evaluation 
by Gerald A. Feltham, 149 pages 
6. A Statement of Basic Auditing Concepts 
by The Committee on Auditing Concepts, 58 pages 
7. Valuation of Used Capital Assets 
by Carl Beidleman, 84 pages 
8. Obtaining Agreement on Standards in the Accounting Profession . 
by Maurice Moonitz, 93 pages 
9, The Allocation Problem: Part Two 
by Arthur L. Thomas, 194 pages 
10. Theory of Accounting Measurement 
by Yuji ljiri, 210 pages 
11. The impact of Audit Frequency on the URN of internal Control 
by Russell M. Barefield, 86 pages 


cial Accounting 


No. 
. No. 
No. 


No. 16 Earnings or Cash Flows: An Experiment on Functional Fixation and the Valua- 


by James A. Anderson, 120 pages 

13. Measurement and Accounting Information Criteria 

by Theodore J. Mock, 116 pages - 

14. Phantasmagoric Accounting 

by Robert E. Jensen, 209 pages 

15. Adaptive Behavior: Management Control and Information Analysis 
by Hiroyuki Itami, 156 pages 


tion of the Firm 


No. 
No. 


No. 19. Review of Forecasts: Scaling and Analysis of Expert Judgments Regarding 


by A. Rashad Abdel-khalik and Thomas F. Keller, 101 pages 
17. Human Information Processing in Accounting 

by Robert H. Ashton, 215 pages 

18. Triple-Entry Bookkeeping and Income Momentum 

by Yuji ljiri, 53 pages 


Cross— Impacts of Assumptions on Business Forecasts and Accounting Measures 


No. 


No. 


No. 


by Robert E. Jensen, 236 pages 
20. A Contract Perspective on Accounting Valuation 
by John S. Hughes, 92 pages 
21. Security Analyst Multi-Year Earnings Forecasts and the Capital Market 
by Philip Brown, George Foster and Eric Noreen, 171 pages 
22. Essays in Accounting Theory 
by Carl Thomas Devine, Five Volumes 
Hardcover Set (all five volumes) in two books, tota! 892 pages 
Paperback 
Volume I, 172 pages 
Volume tl, 160 pages 
Volume Ill, 144 pages 
Volume IV, 192 pages 
Volume V,.224 pages 
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$ 4.00 
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$ 4.00 
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$ 4.00 


$ 4.00 
$ 4.00 
$ 4.00 


$ 4.00 


$ 4.00 
$ 6.00 
$ 6.00 


$11.00 
$ 7.00 


$ 8.00 


$50.00 


$ 8.00 
$ 8.00 
$ 8.00 
$ 8.00 
$ 8.00 


Non- 
Members 


$ 6.00 
$ 6.00 
$ 6.00 
$ 6.00 
$ 6.00 
$ 6.00 
$ 6.00 
$ 6.00 
$ 6.00 
$ 6.00 


> 6.00 


s 6.00 
z 6.00 
= 6.00 


$ 6.00 


$ 6.00 
$ 9.00 


$ 9.00 


$75.00 
- $70.00 


$12.00 


$82.00 


$12.00 
$12.00 
$12.00 
$12.00 
$12.00 


No. 23. Behavior of Test Statistics in the Auditing Environment: An Empirical Study 
by Gordon L. Duke, Robert A. Leitch and John Neter, 178 pages 
No. 24. Probabilistic Choice Models and Information 
by Ronald W. Hilton, 194 pages 
No. 25. Univariate Time-Series Analysis of Quarterly STE Some Unresolved 
Issues 
by William S. Hopwood and James C. McKeown, 52 pages 
No. 26. Comparison of Audit Methodologies of Large Accounting Firms 
by Barry E. Cushing and James K. Loebbecke, 95 pages 


ACCOUNTING EDUCATION SERIES** 
No. 2. Researching the Accounting Curriculum: Strategies for Change 
edited by William Ferrara, 227 pages 
. No. 3. The Core of the Curriculum for Accounting Majors 
by Richard E. Flaherty, 234 pages 
No. 4. Empirical Research in Accounting: A Methodological Viewpoint 
by A. Rashad Abdel-khalik and Bipin B. Ajinkya, 125 pages 
No. 5. Developing Communications Skills for the Accounting Profession 
by Robert W. Ingram and Charles R. Frazier, 66 pages 
No. 6. Accounting Structured in APL 
by Yuji ljiri, 151 pages 
No. 7. Computer Assisted Analytical iov COD 
by William R. Kinney, Jr., Gerald L. Salamon and Wilfred C. Uecker, 76 pages 


THE ACCOUNTING REVIEW 
The Accounting Review 
. AAA quarterly journal, published since 1926 (price is for a single issue) 
(quarterly — January, April, July and October) 
All issues (except April 1977 and April 1981) from 1976 to present may be 
purchased from AAA. Issues prior to January 1976 may be purchased from 
Kraus Reprint Corp., 16 E. 46th St., New York, NY 10017 


INDEX 


AAA 
Members 


$ 8.00 


$11.00 


$ 7.00 


$ 7.00 


$ 4.00 
$ 6.00 
$ 4.00 
$ 3,00 
$ 6.00 


$ 8.00 


$ 3.00 


An Index to the Accounting Review, 1926-1978, Quarterly Journal of the | 


American Accounting Association and Papers and Proceedings of the American 
Association of University Instructors of Accounting 1917-1925 
prepared by Gary John Previts and Bruce Committe, 541 pages 


^" VIDEOCASSETTES 

No. 1. Current Value and GPL Accounting: A Conversation with John C. Burton 
and Robert T. Sprouse 

Length: 43 minutes; color; 34 " tape (1976) 
No. 2. The Conceptual Framework of Financial Accounting 

Length: 42 minutes; color; 34^ tape (1978) 
No. 3. Management's Responsibilities for Internal Accounting Control: The im- 
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Budgetary Participation, Motivation, 
and Managerial Performance 


Peter Brownell and Morris McInnes 


ABSTRACT: This paper reports the results of an empirical study designed to assess the 
relationship of budgetary participation to motivation and performance among middle-level 
managers in three manufacturing firms. Expectancy theory provides the theoretical framework 
for specifying and estimating motivation. It is hypothesized that motivation mediates the 
effect of participation on performance. Participation and performance are found to be 
significantly positively related; however, the path between them through motivation explains 
very little of this, principally because participation's relationship with motivation is 
insignificant. The correlations between participation and the elements in the expectancy 
model show a positive relationship with the expectancies, counteracted by a negative relation- 
ship with the intrinsic valences. An interpretation of participation's potential effects on 
budgetary slack is offered as a possible explanation of this unexpected finding. 


ARLY theoretical literature in man- 
agement accounting proposed that 
budgetary participation, through a 

positive effect on motivation, would 
enhance managerial performance (e.g., 
Argyris [1952]; Becker and Green 
[1962]). This idea is widespread, appear- 
ing in many popular texts (e.g., Welsch 
[1976, p. 31]; Shillinglaw and Meyer 
[1983, pp. 816-817]; Moriarty and Allen 
[1984, pp. 296-297]). Strangely enough, 
to this point the proposition has not been 
directly tested. 

This paper reports the findings of an 
empirical study of the linkages between 
participation, motivation, and perfor- 
mance. The research framework is illus- 
 trated in Figure 1. The participation- 
motivation linkage is given particular 
attention in the study. An expectancy 
model is used to measure motivation, 
which allows an analysis of the effects of 
participation on the elements embodied 
in the model. The reason for doing this is 
that, despite the conventional wisdom 
referred to in the introductory para- 
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graph, research evidence does not 
unambiguously suggest a positve rela- 
tionship between participation and moti- 
vation. While numerous studies have 
established a positive connection 
between motivation and performance 
(D32), evidence regarding the relationship ` 

between participation and performance . 
(Pa) is mixed; jointly, these results sug- 
gest a close examination of the first stage 
(D21) of the intervening linkage between 
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participation "i performance through 


motivation. 

The next section reviews the relevant 
literature and develops the theoretical 
expectations of the study. This is 
followed by sections describing the 
research and the results, respectively. A 
final section discusses the implications of 
the study's findings, its limitations, and 
avenues for further research. 


PREVIOUS LITERATURE 
AND THEORETICAL DEVELOPMENT 


This section is in three parts. The first 
and second parts discuss each of the 


intervening linkages, participation-moti- - 


vation and motivation-performance. 
The third part addresses participation's 
relationship with performance. 


Participation and Motivation 


There have been several findings of a 
positive relationship between participa- 
tion in budget settings and motivation 
. [Hofstede, 1967; Searfoss and Monczka, 
1973; Searfoss, 1976; Kenis, 1979; and 
Merchant, 1981]. However, there has 
been no consistency among these studies 
in the approach to measuring motiva- 
tion, and none has used’ expectancy 
theory. Hofstede [1967], in his theoreti- 
cal development, dealt at length with 
Vroom’s [1964] expectancy model,. but 
his measures bore little resemblance to 
the theory. He used four measures, two 
relating to the perceived relevance of the 
budget and two to the strength of 
positive feelings toward the budget. 
Searfoss and Monczka [1973] and Sear- 
foss [1976] both used subordinates’ 
ratings of their superiors’ budget-related 
behavior to assess the superiors’ motiva- 
tion. Kenis [1979] and Merchant [1981] 
both used three-item instruments, in the 
former case developed by Hackman and 
Lawler [1971], and in the latter case by 
Hackman and Porter [1968]. 

An Expectancy Model: In this study 
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the expectancy model developed by. 
House [1971], and introduced tc the 
accounting literature by Ronen and 
Livingstone [1975] (hereafter RL), is 
used to measure motivation. The model 
is as follows: 


M=IV,+P,[IV.+ Y (P4,EV)], (1) 


iz1,......, 
where M — motivation, 


IV, intrinsic valence associated with 
work-goal accomplishment, 

IV,-intrinsic valence associated with 
goal-directed behavior, 


. EV,=extrinsic valence associated with 


the ith extrinsic reward coatin- 
gent on work-goal accomrlish- 
ment, 

P,-the expectancy that goal- 
directed behavior will lead to 
work-goal accomplishment, and 

P,,=the expectancy that work-goal 
accomplishment will lead to the 
ith extrinsic reward. 

The model posits M as the motivation, 
or drive, to engage in a particular behav- 
ior, namely goal-directed behavior. The 
magnitude of M, or the strength of the 
drive, is determined by the intrinsic 
valence, ZV», attributed by the manager 
to goal-directed behavior, together with 
the expectations of, and valences attrib- 
uted to, other outcomes which may 
result from the behavior. P, is iater- 


preted as the expectancy that the 


behavior will result in work-goal accom- 
plishment, that is to say, attaining the 
budget. The P, are a set of expectancies 
linking budget attainment to n extrinsic, 
or externally mediated, outcomes, 
having valence EV, to the manager. 
Finally, JV, is the internally mediated 
valence the manager attributes to budget 
attainment. 

The effect of budgetary participction 
on each component of this model is now 
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considered, addressing first the valences 
and then the expectancies. Participa- 
tion's effect on the overall measure of 
motivation is then discussed. 

Valences: Considering first the 7V's, 


RL proposed that participation would 


create or enhance these **due to a ten- 
dency for individuals to become ‘ego 
involved' in decisions to which they have 
contributed?” [1975, p. 679]. They were 
not specific about whether this effect 
would operate on IVa IV,, or both. 
However, we contend that participa- 
tion's positive effect is more likely for 
IV, than for IV,. | 

In the case of TH, the personal sense 
of satisfaction and fulfillment resulting 
from achieving a participatively set goal 
suggests a strong positive relationship 
between participation and IR, In fact, 
much previous literature has relied on 
some variant of this argument in claim- 


ing positive effects of participation on - 


motivation (e.g., Becker and Green 
[1962]). RL state that **presumably, the 
greater the subordinate's opportunity to 
influence the goal and exercise control, 
the more intrinsically valent is the work 
goal accomplishment’’. [1975, p. 673]. 
Thus, a positive relationship is hypothe- 
sized between participation and JV... 

It is difficult to predict participation's 
effect on JV,. Conceivably, participation 
might provide a manager with the oppor- 
tunity to alter characteristics of the task 
to be performed, perhaps improving the 
inherent interest in the task. If so, job 
enrichment might result, which would 
suggest a positive relationship between 
participation and 7V,. Alternatively, an 
enhanced right of the organization to put 
negative sanctions on failure to achieve a 
participatively set goal, or a greater pos- 
sibility of self-censure [Tiller, 1983], 


could introduce added stress to the goal- ` 


directed behavior. The satisfaction, and 
relief, inherent in the achievement of a 
participatively set goal (JV.) seems clear; 
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but whether a manager is likely to derive . 
enhanced value from the behavior 
entailed in pursuing the goal (ZV;,) is 
uriclear. 

Finally, there seems no reason to 
expect a consistent relationship between 
participation and the ER, It is difficult 
to make a case that the value placed by 
an individual on an extrinsic outcome 
(e.g., pay or bonus) should deperid on 
whether a goal, the achievement of 
which is instrumental to the outcome, is 
participatively set. 

In sum, it is hypothesized that positive 
effects of participation will be observed 
in the case of IVa this is designated Hi. 
The relationship between participation 
and IV, is unclear, and no consistent 
relationship is expected with the EN, 

Expectancies: Two independent sce- 
narios with implications for P, can be 
suggested. First, the information ex- 
change accompanying participation may 
increase the clarity of path-goal rela- 
tionships for a manager [House, 1971], 
strengthening the belief that budget- 
directed behavior will lead to budget 
attainment. Second, the manager might, 
through the opportunity provided by 
participation, negotiate a budget which 
is easier to attain than would be set with- 
out participation.' Both effects would 
enhance P. 

In the case of the P4, Becker and 
Green [1962, p. 401] say that a successful 


* This is not to say that imposed budgets must inevi- 
tably be more demanding than participative budgets. For 
instance, a superior, uninformed by the communication 
which accompanies participation, could err on the side of 
an inappropriately low budget; and managers who are 
experiencing high levels of anxiety with regard to job . 
security may, left to their own devices, set inappropri- 
ately high budgets [Lowe and Shaw, 1968]. However, the 
expectation of continual improvements in organizational 
performance manifests itself in “budget ratcheting” 
[Weitzman, 1980]. Hence, participation is normally 
expected to moderate the performance demands which 
would otherwise be incorporated in budgets [Hanson, 


590 

participative budget **provides informa- 
tion to associate reward or punishment 
with performance." This is a potential 
major benefit of participation to the 
organization, because a goal which is 
participatively set may become a firmer 
basis for administering rewards and 
sanctions. On the one hand, participa- 
tion reduces the plausibility of an 
explanation of an inappropriate goal 
level should the manager fail to achieve 
budget, thereby enhancing the legitimacy 
of negative sanctions. But on the other 
hand, participation strengthens the 
organization's obligation to link rewards 
to budget achievement. 

Regarding this last point, Brownell 
[1982] showed that heavy reliance on 
budgets in performance evaluation needs 
to be accompanied by high participation 
in budgeting to elicit a favorable effect 


on performance. Subsequently, based on ` 


the same empirical data as the present 
study, Brownell [1983] showed that a 
preoccupation of superiors with unfa- 
vorable budget variances adversely 
affects motivation unless the budget is 
participatively set. Together, these 
results suggest that, in the absence of 
participation, a heavy emphasis on bud- 
get-based evaluation is felt by managers 
to be illegitimate; however, participation 
without subsequent reference to the bud- 
get in evaluation is also viewed as being 
illegitimate. 

In summary, it is predicted that parti- 
cipation is positively associated with both 
P, and the Pz. These hypotheses are des- 
ignated H; and Hs, respectively. 

The Combined Effect: Hi, H;, and H; 
all predict a positive effect of participa- 
tion on components OR, Pı, and the Pz, 
respectively) of the expectancy model. 
Since participation's effects on the 
model’s other components are indeter- 
minate (JV;) or neutral (EV), the overall 
effect on motivation is hypothesized to 
be positive. This is designated H4. 
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Motivation and Performance he / 


Some evidence of a positive relation- . 
ship between motivation and perfor- | 
mance is reported in the accountirg liter- ` 
ature [Ferris, 1977 and Rockness, 1977]. 
However, by far the majority of the evi- 
dence is found in the organizational 
behavior literature. There are several 
excellent reviews of this work, for exam- 
ple, Mitchell [1974, 1979], Wahba and 
House [1974], Connolly [1976 , and 
Campbell and Pritchard [1976]. Mitchell 
[1979] concludes that most studies dem- 
onstrate a positive relationship b2tween 
motivation and performance. This is 
hypothesized in the present study, desig- 
nated Hs. 


Participation and Performance 


H, and H; together seem to suggest a 
positive relationship between participa- 
tion and performance. Yet it is precisely 
the lack of clear evidence of such a rela- 
tionship that motivates close 2xami- 
nation of H4, and the hypotheses, H, 
through H. addressing the expectancy 
theory elements. The results repo-ted in 
the accounting literature pertaining to - 
participation and performance range. 
from a strong positive relationship [Mer- ` 
chant, 1981] to evidence of a negative 
relationship [Cherrington and Cherring- 
ton, 1973]. Locke and Schweiger [1979], 
based on a review of the literature in the 
organizational behavior area, conclude 
that there is no consistent evidence of a 
positive effect of participation on per- ; 
formance. i 

In the present study, any relationship < 
that does exist between participation and ; | | 
performance i is predicted to resul: from | 
the joint operation of the propositions 
expressed in H4 and Hs; that is, it is by 
the intervening path through motivation 
that participation can affect perfor- 
mance. Stated more formally, it is 
hypothesized that any observed relation- 


we! af omar zs ` Mad it 
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ship between participation and perfor- 
mance will be, attributable to the indi- 
rect effect of participation, operating 
through motivation, to affect perfor- 
mance. This hypothesis is designated He. 


RESEARCH DESIGN 


Data were collected by a questionnaire 
sent to 224 middle-level managers drawn 
from a variety of functional areas in 
three companies, two in the electronics 
industry and one in the steel industry. 
Two selection criteria were stipulated: 
first, control over costs should be an 
important element of the performance of 
the managers; and second, their costs 
should be budgeted and monitored. 
Sample selection was done by the top 
management of each company. Com- 
pleted questionnaires were returned 
directly to the researchers without inter- 
vention of top management; response to 
the questionnaire was therefore voli- 
tional. 

The questionnaire measured participa- 
tion in budget setting, motivation, and 
performance. The measurement of each 
of these is now explained, followed by a 
description of the tests used to assess the 
hypotheses. 


Budgetary Participation 


The participation measures developed 
: by Milani [1975] and by Hofstede [1967] 
were both used. The Milani measure is a 
six-item, Likert-type scale, each item 
calling for a response from one to seven. 
The scale is designed for additive con- 
struction of the overall score, and a pre- 
viously performed factor analysis 
[Brownell, 1982] provided ample confir- 


mation of the single factor nature of the 


measure. The Cronbach alpha reliability 
coefficient computed from its use in this 
study was 0.76. The Hofstede measure is 
an eight-point, single-choice scale, 
descriptively anchored at each point in 
the scale. The two measures are signifi- 
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cantly correlated (0.59, p « 0.01); how- 
ever, they share only about a third of the 
combined variance of the measured par- 
ticipation, so the analysis is performed 
separately using each measure and both 
sets of results are reported. 


Motivation 


All the items in the model in equation 
(1) were measured in the questionnaire, 
and an overall score was calculated for 
each subject. 

The measurement of the valences was 
adapted from the procedure developed 
by Lawler and Suttle [1973], and follows 
Brownell’s [1983] method of distinguish- 
ing among the three categories of valence. 
Seventeen outcomes were used, classified 
as either intrinsic (eight outcomes) or 
extrinsic (nine outcomes). These are 
listed in the Appendix. Respondents 
were twice asked to indicate on a scale 
from one (extremely desirable) to nine 
(extremely undesirable) the strength of 
their preference for each outcome; once 
as each might result from ‘‘working 
hard" and again, elsewhere in the ques- 


" tionnaire, as each might arise from 


“meeting or beating budgeted goals.” 
The intrinsic valence of budget-directed 
behavior (JV,) was measured by aver- 
aging the scores given to the eight 
intrinsic items in the first set of responses, 
and of budget accomplishment (JV) by 
averaging the scores given to the same 
eight items in the second set of responses. 
The valences associated with the nine 
extrinsic outcomes (EV;) were mea- 
sured by the scores in the second set of 
responses, the valences associated with 
outcomes resulting from budget accom- . 
plishment. For ease of interpretation, 
the raw scores were reversed and rescaled 
by subtracting five from each one. Thus, 
positive scores indicate desired outcomes 


and negative scores undesired outcomes. 


The nine Pa values were assessed by 
asking respondents to indicate on a scale 
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from one (never) to seven (always) how | 


often ‘‘meeting or beating the budget” 
would result in each outcome. Three 
additional questionnaire items elicited 
measures of P,. These were significantly 


correlated, and a single measure was - 


derived by averaging the three. For con- 
venience, the expectancies were con- 
verted to scores in the range of zero to 
one. 


Performance 


Anonymity was guaranteed to respon- 
dents to avoid possible bias in the data, 
making it necessary to measure perfor- 
mance by a self-rating method. In fact, 
Thornton [1980] advocates this approach 
to measuring performance in studies 
using a cognitive basis, such as expec- 
tancy, for measuring motivation. He 
comments: ‘‘Cognitions are an inter- 
vening variable between motivational 


force and objective performance, and > 


should be studied" [p. 269]. Some have 
claimed that self-ratings of performance 
tend to exhibit a leniency bias compared 
with, say, superior ratings [Parker et al., 
1959; Prien and Liske, 1962; and 
Heneman, 1974]; others, however, 
disagree with the claim [Nealey and 
Owen, 1970]. In the present study, even 
if leniency does exist, provided it is not 


systematic with participation or with. 


elements of the expectancy model, the 
results will be unaffected. However, a 
*common-method"' bias, inflating the 


participation-performance correlation, - 


is clearly a possibility, although such a 
bias is unlikely in the case of motivation 
because of the complex and indirect 
method used in its measurement. Hence, 
the results may, if anything, be conserva- 
tive in their assessment of the amount of 
the relationship between participation 
and performance attributable to the 
linkage through motivation. | 

The performance measure developed 
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by Mahoney et al. [1963, 1965] was used 

in the study. This asks for ratings for 
each of eight dimensions of performance 
as follows: planning, investigating, coor- 
dinating, evaluating, supervising. staff- 
ing, negotiating, and representing. It 
also asks for a single overall rating, 
bearing in mind that. different manage- 
rial positions are likely to require dif- 
ferent mixes of the eight dimensions. In 
their developmental work, Mahcney et. 
al. [1963, pp. 106-107] indicated Cat the 
eight dimensions should be indep2ndent 
and should explain at least 55 percent of 
the overall rating (the remainder being 
explained by job-specific factors). These 
claims were tested. To assess dimen- 
sional independence, a rule of thumb 
suggested by Pindyck and Rubinfeld 
[1976, p. 68] was used. Multi-collinearity 
among independent variables is likely to - 
be a concern if the sample correlation 
between two of the independen: vari- 
ables (the dimensions of performance) is 
larger than the correlation of either or 
both with the dependent variable fin this . 
case, the separately elicited overall 
rating). Of 28 possible compacisons, 
only three violated this criterion, imdicat- 
ing that the eight dimensions are r2ason- 


ably independent. To test the second 


claim, the overall rating was regressed on 
the eight sub-dimensions; the regression 
explained 78 percent of the vzriance 
in the overall rating. These results 
strengthen confidence in the validity and 
reliability of the single overall self-rating 
of performance, and this is used in the 
analysis as the measure of managerial 
perforniance. | | 


Analysis 


The hypothesized effects between par- 
ticipation and motivation (H4), rartici- 
pation and the elements of the 2xpec- 
tancy model (H, through Hs), and moti- 
vation and performance (Hz) cre all 
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Ficure 1 


~ 
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THE RESEARCH FRAMEWORK 







Xy: PARTICIPATION 


i 


tested simply by reference to the signifi- 
cance of the correlation coefficients 
between the respective variables. Path 
analysis is used to assess the linkage 
between participation and performance 
through motivation, and its contribution 
to the overall relationship observed 
between participation and performance 

c). 

The major benefit of path analysis i is 
that it allows a decomposition of an 
observed relationship between two vari- 
ables (in this case participation and per- 
formance) into the portion attributable 
to paths through one or more measured 
variables (in this case motivation) 


posited as intervening between the two, - 


and the portion which results either from 
a direct relationship between the two 
variables or from paths through unob- 
served variables. In Figure 1, participa- 
tion, the exogenous variable in the 
model, is denoted as Xi, motivation as 
Eé and performance as X3. The path 
coefficients in the model are denoted py, 
and R, denotes the unexplained portions 





X1 MOTIVATION 









Xy PERFORMANCE 


of the endogenous variables, motivation 
and performance. 

The equations to the structural model 
are as follows: 


A -7paX, ETA (2) 
X; -paX itpaX tp.R, (3) 


The solution of p; can be assessed 
directly by computing the correlation 
coefficient 712. A path coefficient between 
two variables equals the correlation be- 
tween them in circumstances where a 
variable is dependent on a single cause 


. and a residual. This is the case for X, 


(motivation) which, in the model, is 

dependent only on X, (participation). 
Solutions for pa and p3, are obtained 

using partial regression.? If, as above, it 


2 There are a number of equivalent ways to obtain 
these solutions. A common approach [Stokes, 1974] is by 
means of an instrumental variables procedure. This 
involves multiplying equations by suitable instruments, 
taking expected values, and solving. Suitable instruments 
are variables contained in a particular equation which are 
uncorrelated with the residual variables of the equation. 
In equation (3), for example, X, and X; are suitable, but 
X;isnot. ` 
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TABLE | 
CORRELATIONS BETWEEN PARTICIPATION AND IK, IV,, Pı, AND MOTIVATION, 
AND BETWEEN MOTIVATION AND PERFORMANCE 





Measure of Participation 
Hypothesis Linkage Hofstede Milani 
H, Participation/IV, —0.158* —0.093 
—- Participation/IV, ~0.171* —0.102 
H; Participation/P, 0.212** 0.180* 
H4 Participation/motivation 0.113 0.139 
Hs Motivation/performance 0.248** 
* p« 0.10 
** p« 0.05 


These, and all subsequent probabilities, are based on a two-tailed test. 


is assumed that the residuals are uncor- 
related with the explanatory variables in 
their equations, and all variables are 
expressed in standard form, then the py 
can be estimated by ordinary least 
squares procedures; they are in fact 
equal to the standardized partial regres- 
sion coefficients. Equations (2) and (3) 
can be rewritten as follows: 


X= Ba X 1 *puR, (4) 
X3 B31.2X14+ B1. X2 DR, (5) 


The residual path coefficients can be 
calculated using the general form: 


D«7[(1 -n)l^ 
where 7? is the square of the appropriate 


multiple correlation coefficient. In the 
present context: 


pa, 7| — rip" | (6) 
and | 
ps7 [0 75.12)” (7) 


Finally, the decomposition of the total 
effect of one variable in the model on 
another is obtained using the computed 
path coefficients and the correlation 
coefficients: 


l'ü*pn — (8) 
Pia = P31 + Daaf (9) E 
Faas P32 t pailiz 


The second components on the right- 
hand side of equations (9) and (10) cap- 
ture the indirect and spurious effects, 
respectively, while the first compcnents, 
the path coefficients themselves, capture 
the direct effects in the model.* Equa- 
tion (9) is central to the testing of He. 
The direct effect, Daa, is expected to be 
approximatley zero, while the ir:direct 
effect, P3212, is expected to be approx- 
imately equal to pa, In other words, the 
simple correlation between participation 
and performance is expected to be 
wholly accounted for by the indirect . 
effect. 


RESULTS 


Of 224 questionnaires distributed, 140 
were returned, a response rate of 62.5 


3 This procedure is also used to test the suitability 
of more parsimonious models that exclude one or more 
linkages. In general, the assessment of suitability is based 
on whether the original matrix of intercorselations 
among the variables in the model can be reproduced by a 
more parsimonious model. For elaboration, s:e Land 
[1969]. 
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TABLE 2 
CORRELATIONS BETWEEN PARTICIPATION AND THE EV, AND Pa 
Outcome P2473) EV, 
i Hofstede Milani Hofstede Milani 
I. Pay raise 0.168* 0.232** — 0.063 0.143 
2. High pay 0.242** 0.196** ~0.161* 0.076 
3. Respect from boss 0.067 —0.052 0.017 0.060 
4. Respect from peers ~().073 — 0.049 —0.107 —0.141 
5. More compliments 0.194** — 0.097 —0.024 —0.201** 
6. Greater independence 0.196** 0.104 —0.045 — 0.010 
7. More chance to make friends 0.120 0.201** —0.192** — 0.049 
8. Special award 0.077 0.070 0.013 — 0.024 
9. Promotion 0.258** 0.192** — 0.050 0.128 
* 0<0.10 
** 9<0.05 


percent.* Thirty-two returns were ex- 
cluded because of incomplete responses." 
The final sample size was therefore 
108.57 

Tables 1 and 2 report the correlation 
coefficients between participation and 
motivation, participation and the vari- 
ous elements of the expectancy model, 
and motivation and performance. 

H, predicts a positive relationship 
between participation and JV,. As shown 
in Table 1, both coefficients are in fact 
negative, and, for the Hofstede measure 
of participation, significant. Hence, H; 
is rejected. Moreover, participation and 
IV, are negatively associated. 

Further analysis was undertaken to 
explore these surprising results. Recall 
that in equation (1) the two JVs enter as 
single mean values, in each case the 
average of eight intrinsic valences. Par- 
ticipation was correlated with each of the 
16 intrinsic valences. While none of the 
16 correlations is significant, for the 
Hofstede participation measure, 14 are 
negative (p «0.01, using a binomial test), 
and for the Milani measure, 12 are nega- 
tive (p«0.05). This demonstrates con- 
siderable consistency across the intrinsic 


valences of a negative association with 
participation. 

—X No consistent relationship is expected 
between participation and the EV;. How- 
ever, the second two columns in Table 2 
show that 12 of the 18 correlations are 
negative (p « 0.08), and three are signifi- 


^ There was no significant difference in response rate 
across the three companies. 

5 The mean values of the variables which could be con- 
structed for these 32 returns were compared, using 
[-tests, with the mean values of their counterparts in the 
sample of 108. No significant differences were detected, 
suggesting that the exclusion of the incomplete returns 
did not introduce any bias. 

* The mean values of participation, motivation, and 
performance were compared across the three companies 
using t-tests, Eight of the nine comparisons are insignifi- 
cant. In addition, the correlation coefficients between 
the three variables in each company were compared for 
consistency with the coefficients in a pooled sample. 
Seven of the nine company coefficients are in the same 
direction as the corresponding pooled-sample coeffi- 
clents; the two which differ in direction are not signifi- 
cantly different from zero. Where the pooled-sample 
coefficients are significant, three of the six company 
coefficients are also significant and in the same direction. 
Based on these results, a single pooled sample is used in 
the analysis. 

? The difference in sample size between this study and 
the Brownell [1983] study arises from differences in the 
frequency of missing data across the different variables 
in the two studies. 
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"TABLE 3- 
RESULTS OF THE PATH ANALYSIS (Ho) 


596 : 

Measure Coefficients Value 

Hofstede O Pho 0.239 
Pu 0.221 

Milani Pu 0.341 
Psa 0.201 


Standard 
Error t p 
0.092 2.59 <0.05 
0.092 2.40 <0.05 
0.089 3.81 <0.01 
0.089 2.25 


Hofstede: R?=0.118; Fz i03 =7.01; p<0.01; p2,=0.994; ps, =0.939 
Milani: R? 0.176; Fy,:05= 11.20; p «0.01; p,,—0.990; ps,=0.908 . 


cant: the valences of more chances to. 


. make friends, receiving more compli- 
ments, and high pay are negatively asso- 
ciated with participation. | 

H; predicts a positive relationship 
between participation and P, the expec- 
tancy that goal-directed behavior will 
lead to budget attainment. As shown in 
Table 1, P, is significantly and positively 
correlated with both participation mea- 
sures. H, predicts a positive relationship 
between participation and the Pz, the 


expectancies of extrinsic outcomes fol- 


lowing from budget attainment. The 
relevant results are reported in the first 


two columns of Table 2, and they bear 


out the hypothesis. All nine significant 
coefficients are positive, while none with 
a negative sign is significantly different 
from zero. Further, the three coefficients 
that are significant for both participa- 
tion measures relate to outcomes con- 
cerning monetary rewards and promo- 
tion, outcomes which virtually every 
business organization builds into its 
formal reward structure. Thus, the evi- 
dence supports the interpretation that 
participation reinforces the expectation 
of formal rewards being based on budget 
attainment. 

The results pertaining to H4 and Hs 


are reported in Table 1. Participation is. 


positively but insignificantly correlated 


with motivation; hence, H4 Ès not 
supported. It seems that the enk:anced 
expectancies are offset in the motivation 
model by a reduction in the valences. 
Finally, motivation is significantly and 
positively correlated with performance. 
This is consistent with H5; moreower, it 


gives added confidence of the corstruct 
. validity of the motivation and perfor- 


mance measures. 

The results of the path analysis used to 
test Hc are reported in Tables 3 and 4, ` 
which should be examined in conjunc- 
tion with Figure 1. As can be seer from 
Table 3, for both participation mea- 
sures, but especially for the Milani 
measure, participation is significantly 
positively correlated with performance, 
and both path models are significant 
overall. However, Table 4 reports the 
decomposition of participation's effect 
on performance (X,/X;), using either 
measure, participation's indirect effect 
on performance through motivation is 
small, which does not support He. The 
first indication of this emergel, of 
course, when p2, (which is in fact simply 
Pä, the correlation coefficient between 
participation and motivation) was iound 
to be insignificant. , 


DISCUSSION 
In summary, the study fails to confirm 


Brownell and McInnes 


397 


| TABLE 4 
DECOMPOSITION OF THE EFFECTS IN THE MODEL (He) 


Measure Linkage 

Hofstede Participation/motivation (X,/X;) 
Participation/performance (X,/ X3) 
Motivation/performance (X;/.X;) 

Milani Participation/motivation (X,/.X;) 


Participation/performance (X;/.X3) 


Motivation/performance (X;/ X.) 


Direct (2p) Indirect Total (=r) 
0.113 ~ ' 0.113 
0.239 0.025 0.264 
0.221 0.027* 0.248 
0.139 _ 0.139 
0.341 0.028 — 0.369 
0.201 0.047* — 0.248 


* Strictly, these are interpreted as spurious effects since, within the model, the observed correlation between moti- 
vation and performance is inflated by the common antecedent of each, namely participation. The starred items 


capture the components due to the common antecedent. 


that budgetary participation, through its 
effect on motivation, enhances mana- 
gerial performance. The most important 
finding underlying this is the negative 
relationship between participation and 
the JVs in the expectancy model, where a 
positive relationship, at least for IVa 
' was expected. 

The challenge of working toward a 
budget and the satisfaction derived from 
its attainment may both depend on its 
perceived difficulty. If so, an easy bud- 
get would, as observed in the study, be 
consistent with an enhanced P, and 
diminished JVs. This was the second of 
two scenarios offered earlier to support 
the prediction of a positive effect of 
participation on P,. Participation’s 
strengthening of the expectancies of 
formal rewards based on budget attain- 
ment (the P2) provides a motive for 
negotiating an easy budget. Schiff and 
Lewin [1970] predict that if managers 
believe rewards are contingent on budget 
attainment, they are likely to perceive 
easier, or slack, budgets to be in their 
immediate best interests. Empirical evi- 
dence, consistent with this contention, 
has been reported by Lowe and Shaw 
[1968], Onsi [1973], and Collins [1978]. 
Hence, a possible interpretation of the 
. study's findings is that managers 


negotiate slack budgets in response to 
participation’s reinforcement of the 
expectation of formal rewards being 
based on attaining budget, in essence 
trading off expectations of intrinsic for 
extrinsic rewards.® 

Nevertheless, a strong positive rela- 
tionship is found in the study between 
participation and managerial perfor- 
mance. Since only a small portion of this 
is accounted for by the path through 
motivation, the question arises as to its 
cause. As noted previously, a ‘‘common- 
method" bias might lead to an overstate- 
ment of the relationship. A further pos- 
sibility is that a direct effect exists, but 
with reverse causality; managers who 
perform well may be permitted greater 
participation in setting their budgets. 
Finalli, and perhaps most plausible, 
other variables may operate in the 
manner hypothesized for motivation. 
Quite apart from its motivational 
effects, participation may lead to such 
things as the introduction of improve- 


5 It may be stretching the interpretation, but it is inter- 
esting to note that the relationships between participa- 
tion and the EV, indicate that managers also **discount"* 
the extrinsic rewards which flow from achieving a partici- 
patively set budget. Possibly the symbolic value of an 
extrinsic reward for budget achievement is diminished in 
the case of an easier budget. 
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ments, at the suggestion of the partici- 
pating manager, to the organization’s 
managerial process. 


This last possibility could be explored - 


by examining a wider range of variables 
which might be affected by participation 
and which in turn might affect perfor- 
mance. But assessing the causal direction 
of the relationship would require a 
research design, such as a field experi- 
ment, that would support making causal 
inferences. 

As well as its inability to determine 
causality, the study has other limitations. 
First, the sample was not selected ran- 
domly, and the effects of nonresponse 
cannot be ascertained. Second, the 
results may not be generalizable beyond 
the three companies in the study, or to 
different managerial levels within the 
companies. Finally, aspects of the form 
of the expectancy model used in the 
study have been criticized (e.g., Staw 
[1977]), and expectancy models have 
sometimes shown a rather weak relation- 
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ship to effort and performance (e.g., 
Ferris [1977]), raising questions about 
their validity in empirical use.? 

Despite these caveats, the results of 
the study challenge the conventional wis- 
dom concerning participation's effect on 
performance via motivation. This has 
important implications for the theory 


. and practice of budgetary control, and 


warrants further confirmation. HMore- 
over, the indication of significant favor- 


.able effects of participation on man- 


agerial performance, which are not 
mediated by motivation, justifies further 


research. 


? The expectancy model used in the study is a job-- 
effort, rather than a behavioral choice, mocel (see 
Mitchell [1974]; Dillard and Jiambalvo [1979]). A job- 
effort model is considerably more parsimonious taan the 
latter in terms of its data requirements. However. its use 
in the study assumes that personal differences among 


. subjects which influence the formation of valences and 


expectancies are either insignificant, or randomly distrib- 
uted with respect to participation and managerial »erfor- 
mance. i 


APPENDIX 
. List of Outcomes 


| Extrinsic 
f. Pay raise 
2. High pay 
3. Respect from boss 
4. Respect from peers 
5. More compliments 
6. Greater independence 
7. More chances to make friends 
8. Special award 
9, Promotion 


Intrinsic 
1]. Personal growth and development 
2. Setting higher standards for yourself 
3. Giving help to other | 
4. Time at work passing fast 
. 5. Feelings of security 
6. Setting higher standards for ochers 
7. Feelings of accomplishment 
8. Feeling less tired at work 


: f 
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Radical Developments in 
Accounting Thought 


Wai Fong Chua 


ABSTRACT: Mainstream accounting is grounded in a common set of philosophical 
assumptions about knowledge, the empirical world, and the relationship between theory and 
practice. This particular world-view, with its emphasis on hypothetico-deductivism and 
technical control, possesses certain strengths but has restricted the range of problems studied 
and the use of research methods. By changing this set of assumptions, fundamentally 
different and potentially rich research insights are obtained. Two alternative world-views and 
their underlying assumptions are elucidated—the interpretive and the critical. The conse- 
quences of conducting research within these philosophical traditions are discussed via a 
comparison between accounting research that is conducted on the “same” problem but from 
two different perspectives. In addition, some of the difficulties associated with these alterna- 


tive perspectives are briefly dealt with. 


The history of thought and culture is, as Hegel showed with great brilliance, a changing 
pattern of great liberating ideas which inevitably turn into suffocating straightjackets, 
and so stimulate their own destruction by new emancipatory, and at the same time, 
enslaving conceptions. The first step to understanding of men is the bringing to con- 
sciousness of the model or models that dominate and penetrate their thought and action. 
Like all attempts to make men aware of the categories in which they think, it is a difficult 
and sometimes painful activity, likely to produce deeply disquieting results. The second 
task is to analyse the model itself, and this commits the analyst to accepting or modifying 
or rejecting it and in the last case, to providing a more adequate one in its stead. 


INCE the late 1970s there have been 
signs of unease among academics 
about the state and development of 


S 


accounting research. In 1977 the Ameri- - 


can Accounting Association's (AAA) 
Statement on Accounting Theory and 
Theory Acceptance concluded that there 
was no generally accepted theory of ex- 
ternal reporting. Instead, there was a 
proliferation of paradigms that offered 
only limited guidance to policy makers. 
In addition, the Committee was pessi- 
mistic that a dominant consensus could 
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be realized since, through their reading 
of Kuhn [1970], paradigm choice was 
ultimately a value-based decision 
between incompatible modes of scien- 
tific life. This view of accounting as a 
*multi-paradigm science" is shared by 
writers such as Belkaoui [1981]. 

Wells [1976], on the other hand, argues 
that at present accounting lacks a defini- 


tive paradigm or disciplinary matrix 


[Kuhn, 1970, p. 182]. According to the 
argument, an identifiable disciplinary 


matrix emerged in the 1940s and provided 


the basis for ‘‘normal science" activity. 
However, research in the 1960s and 1970s 
brought about criticisms of this matrix 
and led to the emergence of several 
**schools" of accounting that start from 
different axiomatic positions. As yet, 
none of these schools has formed the 
foundation of a new disciplinary matrix. 
Accounting, it appears, remains in the 
throes of a “‘scientific revolution.” 

While academics debate. whether 
accounting is a *'*multi-paradigm"' or 
**multi-school" discipline, they agree that 
dissension is rife. In addition to this lack 
of consensus in the academic arena, there 
are problems with the relationship 
between accounting theorizing and 
organizational practice. The 1977-78 
*Schism' Committee of the AAA 
indicated that academics neither spoke 
the language nor saw the problems of 
practitioners. Similarly, Hopwood 
[1984a] and Burchell et al. [1980] argue 
that particular rationales have been im- 
puted to accounting procedures, and 
these may be divorced from the actual 
roles that these procedures play in prac- 
tice. More recently, Kaplan [1984] has 
chided academics for their preoccupation 
with esoteric economics and management 
science journals and their reluctance to 
**get involved in actual organizations and 
to muck around with messy data and rela- 
tionships” [p. 415]. 


The Accounting Review, October 1986 


The accounting domain is thus (a) 
characterized by apparently irreconcilable 
cross-paradigmatic discussions end (b) 
hampered by some theories about 
practice that, in the main, are neither of 
nor informed by practice. Given the state 
of the discipline, this paper has a three- 
fold purpose. 

Contrary to the conclusion of the 
Statement on Accounting Thecry and 
Wells [1976], this paper arguss that 
accounting research has been guided 
by a dominant, not divergent, set of 
assumptions. There has been one general 
scientific world-view, one primary disci- 
plinary matrix. And accounting research- 
ers, as a community of scientists, have 
shared and continue to share a constella- 
tion of beliefs, values, and teckniques. 
These beliefs circumscribe definitions of 
“worthwhile problems" and *'accept- © 
able scientific evidence." To the extent 
that they are continually affirmed by fel- 
low accounting researchers, tbey are 
often taken for granted and subcon- 
sciously applied. In this way, a common 
world-view may be obscured by appar- 
ently conflicting theories. 

The first aim of this paper is tc enable 
accounting researchers to self-re-lect on 
the dominant assumptions that they 
share and, more importantly, the conse- 
quences of adopting this position. The 
mainstream world-view has produced 
benefits for the conduct of accounting 
research with its insistence on public, 
intersubjective tests and reliable empiri- 
cal evidence. However, it has limited the ` 
type of problems studied, the use of 
research methods, and the possible 
research insights that could be obtained. 
Such limitations only become clear when 
they are exposed to the challenge of alter- 
native world-views. 

The second purpose of this paper is to 
introduce such alternative sets of assump- 


tions, illustrate how they change both 
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problem definition and solution, and 
offer research which is fundamentally 
different from that currently prevailing. 
Finally, this paper argues that not only 
are these alternative world-views dif- 
ferent, they can potentially enrich and 
extend our understanding of accounting 
in practice, thus answering the recent 
calls for studying accounting numbers in 
the contexts in which they operate. 


RECENT CLASSIFICATIONS _ 
OF ACCOUNTING PERSPECTIVES 


To perceive commonality amidst theo- 
retical diversity, one has to examine the 
philosophical (meta-theoretical) assump- 
tions that theories share. In accounting, 
there have been several attempts to delin- 
eate these assumptions [Jensen, 1976; 
Watts and Zimmerman, 1978, 1979]. 


However,. these efforts concentrate on 


only a few dimensions and have been 
ably and powerfully criticized [Christen- 
son, 1983; Lowe, Puxty, and Laughlin, 
1983]. 

Recently, more comprehensive dimen- 
sions have been proposed. For instance, 
Cooper [1983] and Hopper and Powell 
[1985] rely on the sociological work of 
Burrell and Morgan [1979] and classify 
accounting literature according to two 
main sets of assumptions: those about 
social science and about society. Social 


Science assumptions include assumptions 


about the ontology of the social world 
(realism v. nominalism), epistemology 
(positivism v. anti-positivism), human 
nature (determinism v. voluntarism), 
and methodology (nomothetic v. ideo- 
graphic). The assumption about society 
characterizes it as either orderly or sub- 
ject to fundamental conflict. According 
to Burrell and Morgan [1979], these two 
sets of assumptions yield four paradigms 
—functionalist, interpretive, radical 
humanist, and radical structuralist. Par- 
ticular accounting theories may then be 


e 
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classified using these four paradigms. 
(Hopper and Powell [1985] actually 
combine the two radical paradigms.) 
The Burrell and Morgan framework, 
however, is not without its problems. A 
detailed discussion of these difficulties is 


found in Appendix 1. Briefly, these 


problems stem from: (a) their use of 
mutually exclusive dichotomies (deter- 
minism v. voluntarism); (b) their mis- 
reading of Kuhn as advocating irrational 
paradigm choice; (c) the latent relativism 
of truth and reason which their frame- 
work encourages; and (d) the dubious 
nature of the differences between the 
radical structuralist and humanist para- 
digms. In addition, transplanting an 
unmodified framework from sociology 
implies some equivalence between the ` 


‘two disciplines. In the absence of a 


detailed exposition of such commonali- 
ties and the problems cited above, it was 
decided not to adopt the Burrell and 
Morgan framework. Instead, accounting 
perspectives are differentiated with ref- 
erence to underlying assumptions about 
knowledge, the empirical phenomena 
under- study, and the relationship 
between theory and the practical world 
of human affairs. 


A CLASSIFICATION OF ASSUMPTIONS 


All human knowledge is a social arti- 
fact—it is a product of the constituting 
labor of people as they seek to produce ` 
and reproduce their existence and wel- 
fare [Habermas, 1978]. Knowledge is 
produced by people, for people, and 
is about people and their social and. 


. physical environment. Accounting is no 


different. Like other empirically-based 
discourses, it seeks to mediate the rela- 
tionship between people, their needs, 
and their environment [Tinker, 1975; 
Lowe and Tinker, 1977]. And in a feed- 
back relationship, accounting thought is 
itself changed as human beings, their 


environment, and their perception of 
their needs change. Given this mutually 
interactive coupling between knowledge 


and the human, physical world, the pro- 
duction of knowledge is circumscribed 


by man-made rules or beliefs! which - 


define the domains of knowledge, empir- 
ical phenomena, and the relationship 
between the two. Collectively, these 
three sets of beliefs delineate a way of 
seeing and researching the world. 

The first set of beliefs pertains to the 
notion of knowledge. These beliefs may 
be sub-divided into two related sets of 
epistemological and methodological 
assumptions. Epistemological assump- 
tions decide what is to count as accept- 
able truth by specifying the criteria and 
process of assessing truth claims. For 
instance, an epistemological assumption 
might state that a theory is to be consid- 
ered true if it is repeatedly not falsified 
by empirical events. Methodological 
assumptions indicate the research 
. methods deemed appropriate for the 
gathering of valid evidence. For 
example, large-scale sample surveys or 
laboratory experiments that are ‘‘statis- 
tically sound’’ may be considered accept- 
able research methods. Clearly, both sets 
of assumptions are closely related. What 
is a ''correct" research method will 

depend on how truth is defined. 
^ Second, there are assumptions about 
the ‘‘object”’ of study. A variety of these 


exist, but the following concerns about . 


ontology, human purpose, and societal 
relations have dominated much debate in 
the social sciences.” To begin, all empiri- 
cal theories are rooted in an assumption 
about the very essence of the phenomena 
under study. Physical and social reality, 
for instance, may be presumed to exist in 
an objective plane which is external to an 
independent knower or scientist. Within 
this perspective, people may be viewed as 
identical to physical objects and be stud- 
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ied in the same manner. Alterratively, 
these beliefs could be criticized for reify- 
ing individuals and obscuring the role of 
human agency. People, it may be argued, 
cannot be treated as natural scientific 
objects because they are self-interpretive 
beings who create the structures around 


` them (see Habermas [1978] and Winch 


[1958] for a discussion). Yet other onto- 
logical positions which attempt to dialec- 
tically relate this reification-volunta- - 
rism debate have also been advocated 
[Bhaskar, 1979]. Whichever position is 
adopted, the issue of ontology lies prior - 
to and governs subsequent epistemologi- 
cal and methodological assumptions. 
Social science is also based on. models 
of human intention and rationality. Such 
models are necessary because all knowl- 
edge is intended to be purposive and is 
constituted by human needs and objec- 
tives. Economics and accounting, for 
instance, are based on assumptions 
about the information needs of people 
given limited access to resources. Hence, 
the use of constructs such as ‘‘economic 
men,” “bounded rationality,” “prefers 
maximum leisure,” or ‘‘desires informa- 
tion about future dividends amd cash 
flow.” | 
Further, there are assumptions about 
how people relate to one another and to 
society as a whole. As Burrell and 
Morgan [1979] point out, every social 
theory makes assumptions about the 
nature of human society—is it, for 
example, full of conflict or essentially 


! The word *''beliefs" is used to show the tentative, 
open, and historically-bound nature of such assump- 
tions. As social and historical contexts charge, so will 
these meta-theoretical rules. In turn, these *'scientific 
revolutions" will materially affect people and their envi- 
ronment. 

? For a discussion see Weeks [1973], Fay [1975], Bern- 
stein [1976, 1983], Driggers [1977], Bhaskar [1979], 
Brown and Lyman [1978], Burrell and Morgan [1979], 
Habermas [1978], Van de Ven and Astley [1931], Astley 
and Van de Ven [1983], Gadamer [1975], Schatz [1967], 
and Winch [1958]. 
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TABLE 1 | 
A CLASSIFICATION OF ASSUMPTIONS 


A. Beliefs About Knowledge 


Fpistemological . 
Methodological 


B. Beliefs About Physical and Social Reality 


Ontological 


Human Intention and Rationality 
Societal Order/Conflict 


C. Relationship Between Theory and Practice 


stable and orderly? Are there irreconcil- 
able tensions between different classes, 
or are such differences always effectively 
contained through a pluralistic distribu- 
tion of resources? ` 

Third, assumptions are made about 
the relationship between knowledge and 
the empirical world. What is the purpose 
of knowledge in the world of practice? 
How may it be employed to better 
people’s welfare? Is it intended to eman- 
cipate people from suppression or to 
provide technical answers to pre-given 
goals? As Fay [1975] shows, theory may 
be related to practice in several ways, 
each representing a particular value posi- 
tion on the part of the scientist. 

Table 1 summarizes these assump- 
tions. The three general categories of 
beliefs about knowledge, the empirical 
world, and the relationship between the 
two are argued to comprehensively char- 
acterize a disciplinary matrix. However, 
the list of particular expressions of these 
general conditions is not exhaustive. 
That is, other important assumptions 
under the category ‘‘beliefs about the 
physical and social world’’ may emerge. 
These assumptions are not immutable, 
but historically specific. The assump- 
tions above were chosen because they 
reflect dominant themes currently being 


debated in the social sciences. In addi- 
tion, they discriminate well between the 
alternative disciplinary matrices now sur- 
facing in accounting research. Using 
other dimensions such as different con- 
cepts of income, measurement, or value 
would not have highlighted the funda- 
mental philosophical differences 
between these accounting perspectives. 
Also, these assumptions are not posed as 
mutually exclusive dichotomies. This is 
to encompass attempts to relate opposite 
ends of a spectrum of positions. 
Finally, unlike the work of Burrell and 
Morgan,’ this set of assumptions is used 
to assess the strengths and weaknesses of 


3 This is a major difference between the use of the 
classification in this paper and the non-evaluative stance 
of Burrell and Morgan. In addition, the present classifi- 
cation does not use mutually exclusive dichotomies and 


-does not claim to comprehensively categorize all social 


and accounting perspectives in a permanent classifica- 
tion. Because the assumptions about, for instance, soci- 
etal order and human rationality are seen as context- 
dependent and changeable through time, the classifica- 
tion only attempts to identify current perspectives which 
are emerging. These differences have the following 
result: although the individual assumptions used for the 
classification appear similar to those of Burrell and 
Morgan (ontological, epistemological, methodological), 
the classification as a whole and its use differ in impor- 
tant respects. The apparent similarity arises because both 
frameworks attempt to summarize and assemble sepa- 
rate discussions in the social and philosophical disciplines 
such that the distinctive nature of a disciplinary matrix 
may be identified. 
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alternative perspectives in accounting. 
This paper is not an attempt to describe 
different world-views in a value-free, 
non-evaluatory language. Recent philo- 
sophical debate [Kuhn, 1970; Popper, 
1972a; Feyerabend, 1975] has demon- 
strated the folly of the search for a per- 
manent, neutral framework within 
which competing paradigms and theories 
may be evaluated. Neither recourse to 
deductive proof nor to inductive general- 
izations provides the foundation for 


so-called hard sciences [Hesse, 1980]. 

Abandoning this concept of rational 
choice, however, does not lead inevitably 
to irrationalism and relativism, which 
claim that there can be no rational 
. comparison among different paradigms 
and forms of scientific conduct. A 
scientist is always obliged to give a 
rational account of what is right and 
wrong in the theory that is displaced and 
how an alternative is better. Of.course, 
‘these arguments of truth and falsity may 
prove '*wrong" in the course of time. 
The criteria for paradigm comparison 
and evaluation are essential judg- 
mental, open to change, and grounded in 
social and historical practices [Bernstein, 
1983; Rorty, 1979]. The notion of what 
is scientific is always in the process of 
being hammered out and being formed. 
Human fallibility, however, is not syn- 
onymous with irrationalism, and re- 
searchers are not forced to be locked 
within the prison of their own frame- 
work. Alternative frameworks may be 
rationally compared [Bernstein, 1983] 
such that not only do we come to under- 
stand an incommensurable paradigm, 
but also our own prejudices. 


MAINSTREAM ACCOUNTING THOUGHT— 
ASSUMPTIONS 
Beliefs about Physical and Social Reality 
Ontologically, mainstream accounting 
research is dominated by a belief in phys- 
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ical realism—the claim that there is a 
world of objective reality tha: exists 
independently of human beings and that 
has a determinate nature or essence that 
is knowable. Realism is closely allied to 
the distinction often made betwz2en the 
subject and the object. What is ‘‘out 
there” (object) is presumed to te inde- 
pendent of the knower (subjeci) and 
knowledge is achieved when a subject 
correctly mirrors and *''discovers" this 


| . objective reality. 
rational paradigm choice, not even in the — 


Because of this object-subject dis- 
tinction, individuals, for example 
accounting researchers or their objects 
of study, are not characterized as . 
sentient persons who construct the 
reality around them. People are rot seen ` 
as active makers of their social reality. 
The object is not simultaneously the sub- 
ject. Instead, people are analyzed as enti- 
ties that may be passively described in 
objective ways (for example as informa- | 
tion-processing mechanisms [Libby, 


. 1975] or as possessing certain leadership 


or budgetary styles [Brownell, 1981; 
Hopwood, 1974]). 

This ontological belief is reflected in 
accounting research as diverse as the 
contingency theory of management 
accounting [Govindarajan, 1984; Hayes, ` 
1977; Khandwalla, 1972], multi-cue 
probability learning studies [Hoskins, 
1983; Kessler and Ashton, 1981; Harrell, 
1977; Libby, 1975], efficient capital 
markets research [Gonedes, 1974; 
Beaver and Dukes, 1973; Fama, 1970; 
Ball and Brown, 1968], and principal- 
agent literature [Baiman, 1982; Zimmer- 
man, 1979; Demski and Feltham, 1978]. 
All these theories are put forward as - 
attempts to discover a knowable, objec- 
tive reality. This inference is based on 
the absence of any expressed doubt that 
the empirical phenomena that are 
observed or *''discovered" could be a 
function of the researchers, their a priori 
assumptions, and their location iri a spe- 
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cific socio-historical context. Thus, a 
stock market return is discussed as an 
objective fact that may be classified as 
—. normal or abnormal. Similarly, “‘com- 
petitive’ environments, *'sophisticated"' 
management accounting. techniques, 
‘‘shirking,’’ ‘‘adverse selection," and 


"response to feedback" are character- . 


ized as representations of an objective, 
external reality. 


Beliefs about Knowledge 


` This prior assumption leads to a dis-. 


tinction between observations and the 
theoretical constructs used to represent 
this empirical reality. There is a world of 
observation that is separate from that of 
theory, and the former may be used to 
attest to the scientific validity of the 


latter. In philosophy, this belief in 


empirical testability has been expressed 
in two main ways: (a) in the positivist's 
belief that there exists a theory-indepen- 
dent set of observation statements that 


could be used to confirm or verify the — 


truth of a theory [Hempel, 1966], and (b) 
in the Popperian argument that because 
observation statements are theory- 
dependent and fallible, scientific theories 
cannot be proved but may be falsified 
[Popper, 1972a, 1972b]. | 
Accounting researchers believe in the 
. empirical testability of scientific 
theories. Unfortunately, they draw on 
both notions of confirmation and falsifi- 
ability with considerable unawareness of 
the criticisms of both criteria [Popper, 
1972a; Lakatos, 1970; Feyerabend, 1975] 
and of the differences between the two. 
Thus, Sterling [1979, pp. 39-41, pp. 
213-218] refers to empirical testability 
with a quote from Hempel [1966]. But as 
Stamp [1981] points out, Sterling is also 
an advocate of Popper's thesis of falsifi- 


ability and invites attempts to falsify his. 


arguments. Similarly, Chambers [1966, 
p. 33] writes that ‘‘the state of 
knowledge consists in what has not been 
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falsified,” but on p. 34 speaks of scien- 
tific theories which are able to account 
for the occurrence of the phenomena 
under study. These, and many other 
examples, do not accord with Popper’s 
ideal of theories that specify what ought 
not to happen and scientists who seek to 
find those occurrences that refute their 
theories. IU 
Finally, as Christenson [1983] shows, 
the philosophical position of the propo- 
nents of positive accounting is muddled 


. at best—conforming neither to Fried- 


man's instrumentalism nor to Popper's 
falsification criterion but apparently 
appealing to the discredited position of 
the early logical positivists. Abdel-khalik 
and Ajinkya [1979, p. 9] appear to fall 
into the same predicament with their 
one-line statement that ‘‘the researcher 
following the scientific method... 
verifies his/her hypotheses by empirical 
testing." | 

In summary, accounting researchers 
believe in a (confused) notion of empiri- 
cal testability. Despite this lack of clarity 
as to whether theories are ‘‘verified’’ or 
“falsified,” there is widespread accep- 
tance of Hempel's [1965] hypothetico- 
deductive account of what constitutes a 
‘‘scientific explanation." | | 

Hempel argued that for an explana- 
tion to be considered scientific, it must 
have three components. First, it must 
incorporate one or more general princi- 
ples or laws. Second, there must be some 
prior condition, which is usually an 
observation statement, and third, there 
must be a statement describing whatever 
is being explained. The explanation 
shows that the event to be explained fol- 
lows from the/general principles, given 
that the prior condition(s) also hold. 

For example: Premise 1 (Universal 
law): A competitive environment always 
leads to the use of more than one type of 
management accounting control. Prem- 
ise 2 (Prior Condition): Company A 


608 | 


faces a competitive environment. There- 
fore: Conclusion (Explanandum): 
Company A uses more than one type of 
management accounting control, 

This hypothetico-deductive account of 
scientific explanation has two main con- 
sequences. First, it leads to the search for 
universal laws.or principles from which 
lower-level hypotheses may be deduced. 
To explain an event is to present it as an 
instance of a universal law. Second, 
there is a tight linkage between explana- 
tion, prediction, and technical control. 
If an event is explained only when its 
Occurrence.can be deduced from certain 
premises, it follows that: knowing the 
premises before the event happened 
would enable a prediction that it would 
happen. It would also enable steps to be 
taken to control the occurrence of the 
event. Indeed, the possibility of control 
and manipulation is a constitutive ele- 
ment of this image of scientific explana- 
tion. | 
The use of the hypothetico-deductive 
model of scientific explanation is the 
most consistent characteristic of extant 
accounting research. Abdel-khalik and 
Ajinkya [1979] and Mautz and Sharaf 
[1961] refer to it as the scientific method. 
Peasnell [1981], Hakansson [1973], 
Gonedes and Dopuch [1974], and 
Scapens [1982], through their reviews of 
financial and management accounting, 
illustrate that to do empirical research is 
to conduct it within a hypothetico- 
deductive mode. (Peasnell uses the 
phrase “‘hypothetico-positive.’’) 

Related to hypothetico-deductivism, 
yet another common assumption is a 
ubiquitous search for universal regulari- 
ties and causal relationships. The contin- 
gency approach in management account- 
ing, the positive theory of agency [Fama 
and Jensen, 1982], and the transaction 
cost theory [Chandler and Daems, 1979; 
Johnson, 1980] seek general connections 
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between the development of accounting 
systems, changing environmental condi- 
tions, and organizational forms. Gen- 
eralizable relations are also sought in 
multi-cue probability learning studies 
(between individual responses and. 
accounting numbers in the performance 
of specific tasks), efficient capital mar- 
kets research (between accounting num- 
bers and aggregate market responses), 
and principal-agent literature (between 
particular principal-agent contracting 
arrangements and the use of accounting 
techniques such as cost allocaton or 
budgetary control). Indeed, so excensive 
is the search for generalizable relations 
that accounting researchers appear to 
believe that the empirical world is not 
only objective but is, in the main; char- 
acterized by knowable, constan: rela- 
tionships. 

These related assumptions about 
**scientific’’ explanation have influenced 
the choice of research methods. Invari- 
ably, research reports are begun with a 
statement of hypotheses followed by a 
discussion of empirical data and con- 
cluded with an assessment of the extent 
to which the data *'supported"" or **con- 
firmed" the hypothesis. In addition, 
data collection and analysis are focused 
on the **discovery" of rigorous, g2neral- 
izable relations. Hence, there is a relative 
neglect of ‘‘soft’? methods such as the 
case study [Hagg and Hedlund, 1979] 
and instead a widespread use o? large 
samples, survey methods, experimental 
laboratory research designs, and statis- 
tical and mathematical methods of anal- 
ysis. 


Beliefs about the Social World 


Mainstream accounting research 
makes two important assumptions about 
the social world. First, it is assumed that 
human behavior is purposive. Thus, 
although people may possess only 
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bounded rationality [Simon, 1976], they 
are always capable of rational goal-set- 


ting [Chambers, 1966; Fama and Jensen, 


1982], whereby goals are set prior to the 
choice and implementation of strategic 
action. Also, human beings are charac- 
terized as possessing a single superordi- 
nate goal: ‘‘utility-maximization.’’ 
Within this abstract notion of utility, 
theories differ as to what may provide 
utility. Principal-agent theory assumes 
that an agent will always prefer less work 
to more [Baiman, 1982], while finance 
theory assumes that a shareholder/bond- 
holder will desire the maximization of 
the expected, risk-adjusted return from 
an investment. Moreover, although only 
individuals have goals [Cyert and March, 


1963; Jensen and Meckling, 1976], col- 


lectivities may exhibit purposive behav- 
ior that implies consensual goals or 
common means which are accepted by 
all members--for example, the maximi- 
zation of discounted cash flows or the 
minimization of transaction costs. These 
assumptions about purposive behavior 
are necessary because accounting infor- 
mation has long been ascribed a techni- 
cal rationale for its existence and pros- 
perity: the provision of ''useful" and 
“relevant” financial information for the 
making of economic decisions [Paton 


and Littleton, 1940; AICPA, 1973; 
FASB, 1978]. And usefulness presumes ` 


some prior need or objective. 

Second, given a belief in individual 
and organizational purpose, there is an 
implicit assumption of a controllable 
social order. While conflicts of objec- 
tives, for instance, between principals 
and agents and between functional 
departments are recognized, they are 
conceptualized as manageable. Indeed, it 
is the effective manager's duty to remove 
or avoid such conflict through the appro- 


priate design of accounting controls such: 


as budgets, cost standards, cost alloca- 
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tions, and divisional performance cri- 
teria [Hopwood, 1974; Zimmerman, 
1979; Demski and Feltham, 1978]. Orga- 
nizational conflict is not seen as reflec- 
tive of deeper social conflict between 
classes of people with unequal access to 
social and economic resources. Con- 
structs such as sustained domination, ex- 
ploitation, and structural contradictions 
do not appear in mainstream accounting 
literature. And conflicting interest 
groups are classified as possessing 
different legal rights within a given 
system of property rights—for example, 
creditors versus shareholders. They are 
not categorized using antagonistic 
dimensions such as class or ownership of 
wealth. 

Further, conflict is usually perceived 
as being ‘‘dysfunctional’’ in relation to 


. the greater corporate goal (whatever it- 


may be). Examples of ‘‘dysfunctional’’ 
conflict include ''budget biasing,” 
“opportunistic behavior," ‘‘self-interest 
with guile,” and *''rigid, bureaucratic 
behavior.''. Dysfunctional behavior 


-occurs when individual or group inter- 


ests override what is best for the organi- 
zation in some reified sense [Tiessen and 
Waterhouse, 1983; Williamson, Wach- 
ter, and Harris, 1975; Hopwood, 1974]. 
The accounting researcher then seeks to 


. Specify procedures whereby such dys- 


functions may be corrected. 

Finally, some mainstream researchers 
imply that organizations and *''free" 
markets have an inherent tendency to 
achieve social order. Left to themselves, 


organizations appear to ‘‘naturally’’ 


evolve administrative and accounting 
systems that minimize transaction costs 
in changing environmental conditions 
[Fama and Jensen, 1982; Chandler and 
Daems, 1979]. Also, the desirable 
amount of financial disclosure may be 
determined by the ‘‘free’’ play of market 
forces with a minimum of state interven- 
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tion [Benston, 1979-80]. Indeed, Jensen 
and Meckling [1980] attribute certain 
financial crises, for example the bank- 
ruptcy of Penn Central Railroad, to the 
State abrogation of individual property 
rights [Tinker, 1984]. People and mar- 
kets thus appear to achieve order by 
themselves. 


Theory and Practice 


In terms of the relation between theory 
and practice, mainstream accounting 
researchers insist upon a means-end 
dichotomy. That is, accountants should 
deal only with observations of the most 
"efficient and effective means: of 
meeting the informational needs of a 
decision-maker but should not involve 
themselves with moral judgments about 
^ the decision-maker’s needs or goals. For 
instance, an accountant might be able to 
inform the decision-maker that to 
operate successfully (usually defined 
through notions of profitability) in an 
uncertain environment, a rigid, bud- 
getary system is unsuitable. However, 
the accountant cannot instruct a deci- 
sion-miaker to operate in a certain/un- 
certain environment nor to adopt a par- 
ticular budgeting system. Thus, only 
“conditionally prescriptive’? statements 
of the form *''if you want X, then I 
recommend Y” are offered. 

That this supposedly ‘‘value-free’’ 
stance itself represents the choice of a 
moral, value-laden position is not often 
recognized. Instead, its apparent ''neu- 
trality is widely accepted and advo- 
cated by members of the academic 
accounting community. Hence, Cham- 
bers [1966, pp. 40-58] argues that the 
accountant can only provide infornia- 
tion about the financial means available 
for the satisfaction of given ends. Since 
such information is independent of any 
particular goal and the value placed 
upon that goal, accounting may be 
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regarded as ‘‘neutral’’ information and 
value-free in that sense. Similarly, Ster- 
ling [1979, p. 89] argues that accountants 
as scientists may make ‘‘ought”’ state- 
ments about the means that are appro- 
priate for the achievement of a given 
goal. And Gonedes and Dupoch [1974] 
contend that researchers can only assess 
the effects but not the desirability of 
alternative accounting methods. 

Table 2 summarizes these assumptions 
which provide a common framework for 
mainstream accounting research. 


MAINSTREAM ACCOUNTINC— 
CONSEQUENCES AND LIMITATIONS 


There are several consequences flow- 
ing from this set of dominant assump- 
tions. First, because of the belief in 
a means-end dichotomy, accounting 
researchers take as given and natural 
[Tinker, 1982] a current institutional 
framework of government, markets, 
prices, and organizational forms. Ques- 
tions about the goals of a decision- 
maker, firm, or society are seen as out- 
side the province of the accountant. 
Similarly, concerns about the system of 
property rights, economic exchange, and 
the distribution and allocation of wealth 
and  wealth-creating opportunities are 
not raised. Mainstream accounting 
research does not have as one of its 
expressed purposes an attempt to evalu- 
ate and possibly change an inst:tutional 
structure. Societies may be capitalist, 
socialist, or mixed, and markets may be ` 
monopolistic or firms exploitatve. The 
accountant, however, is said to take a 
neutral value position by not evaluating 
these end-states. His/her task is simply 
the provision of relevant financial infor- 
mation on the means to achieve these 
states. And as such goals, governing 
structures, or relations of exchange and 
production change, so does a flexible 
accounting system. 


e) 


TABLE 2 
DOMINANT ASSUMPTIONS OF MAINSTREAM ACCOUNTING 


A. Beliefs About Knowledge 


Theory is separate from observations that may be used to verify or falsify a theory. Hypothetico-deductive account of 


scientific explanation accepted. 


Quantitative methods of data analysis and collection which allow generalization favored. 


B. Beliefs About Physical and Social Reality 


Empirical reality is objective and external to the subject. Human beings are e also characterized as passive objects; not 


seen as makers of social reality. 


Single goal of utility-maximization assumed for individuals and firms. Means-end rationality assumed. 
Societies and organizations are essentially stable; “‘dysfunctional’’ conflict may be managed through the design of 


. appropriate accounting control. 


C. Relationship Between Theary and Practice 


Accounting specifies means, not ends. Acceptance of extant institutional structures. 


This supposedly neutral position, how- 
ever, runs into difficulties. This itself isa 
value position which cannot logically be 
argued as *'superior" to a position that 
judges goals in the name of some ideal. 
Weber [1949] recognized that the very 
distinction between fact and value is it- 
self a value judgment. Also, it amounts 
to conservative support, however indi- 
rect, of the status quo. By not question- 
ing extant goals, there is a tacit acqui- 
escence with what is. Tinker, Merino, 
and Neimark [1982] have also argued 
that such support helps to legitimize 


extant relations of exchange, produc- 


tion, and forms of suppression. - 
Further, the assumptions about 
human purpose in mainstream account- 
ing research have undermined the means- 
end dichotomy. For once the notion of 
*dysfunction" is admitted, it becomes 
difficult to separate a prescription of 
means from a prescription of ends. Rarely 
do accountants write ‘‘technique X is 
dysfunctional only if the goal of the firm 
is to maximize the discounted value of 
its future cash flows." Indeed, the 
described/prescribed end becomes in- 


creasingly accepted until it is a part of 


our ‘‘common-sense’’ knowledge. 

A second limitation relates to the 
assumption of human purpose, ration- 
ality, and consensus. When these con- 


sensual goals of ‘‘utility-maximizaticn’”’ 


are examined, they invariably are the 
goals of the providers of capital. Al- 
though accountants and auditors some- 
times suggest that they act in the **public 
interest," it is generally accepted that 
both managerial and external financial 
reports are intended to protect the rights 
of investors and creditors [The Corpo- 
rate. Report, 1975; AICPA, 1973]. In 
addition, internal control and contract- 
ing procedures have as their expressed 
aim the prevention of managerial and 
worker ‘‘excesses’’ and the safeguarding 
of the rights of ‘‘residual claimants” 
[Fama and Jensen, 19821. Influenced by 
traditional micro-economics, main- 
stream accounting thought is based on 
the notion of the prior claims of the 
“owners” and further implies that the 
satisfaction of these claims provides the 
means to satisfy all other claims. For 
example, it is assumed that workers 
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desire a maximization of cash flows or 
long-run profit, for without that they 
could not be paid. 

Can one make such a simplistic 
assumption of a corporate welfare func- 
tion? Do all organizational members 
agree on some ambiguous common end 
or means to that end? Or have such 
beliefs left us with an overly-rational and 
consensual model of human action and 
the role of accounting [Cooper, 1983; 
Burchell et al., 1980]? Recent organiza- 
tional theory [Weick, 1979; Meyer and 
Rowan, 1977; March and Olsen, 1976; 
Georgiou, 1973] has begun to question 
this goal-driven, rational basis of indi- 
vidual and organizational action. It has 
moved beyond Simon's [1976] notion of 
bounded rationality and argues that per- 
haps people do not strive towards goals 
but retrospectively reconstruct goals to 
give meaning to action. Goal statements 
then become the ‘‘son’’ rather than the 
“father” of the deed, and people with 
solutions look for problems rather than 
vice versa. 

This *'loosening"* of the rationality 
assumption has been accompanied by a 
new set of metaphors that stress not the 
structured, causal patterns of organiza- 
tional life but the fluidity and equivocal- 
ity of human action and processes. Con- 
cepts such as ''negotiated orders’’ 
[Strauss et al., 1963], ‘“‘organized anar- 
chies," ‘‘loose coupling," ‘‘enactment 
and organizing" [Weick, 1979], **orga- 
nizational garbage cans’’ [Cohen, 
March, and Olsen, 1972], and "messi? 
organizations [Mintzberg, 1979] all 
emphasize organizations as complex sets 
of interactions and rules that are con- 
stantly being negotiated, produced, and 
reproduced. 

In addition to this process orientation, 
there is a renewed interest in power and 
political struggles [Benson, 1977a, 
1977b] within and between organizations 


ophy. [Gadamer, 1975; 
. 1953] that emphasize the historically- 
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[Burawoy, 1979; Benson, 1975; Efarglin, 
1974] and interest groups [Larson, 1977; 
Heydebrand, 1977]. No longer are orga- 
nizations assumed to be collectivities 
wherein conflicts are successful y medi- 
ated through contracting arrangements 
and ‘‘the market.’’ Instead, they are seen 
as possible repositories of deep conflict 
which reflect wider, societal ccntradic- 
tions and crises [Burrell, 1981: Clegg, 
1981]. Mainstream accounting research 
has largely neglected these developments 
which may offer new insights into the 
power effects of accounting and accoun- 
tants within organizations and societies. 

A third limitation of the set of domi- 
nant beliefs is the lack of awareness of 
controversies within the philosophy of 
social science which have questioned 
realism and the empirical testability of 
theories. Beginning with Popper [1972a] 


" and continuing through the arzuments 


of Kuhn [1970], Lakatos [1970], and 
Feyerabend [1975], post-empirizist phi- 
losophy has generally agreed that obser- 
vations are fallible propositiors which 
are theory-dependent and therefore 
cannot act as the neutral arbitrator ` 
between competing theories. Inceed, the 
search for a trans-historical, permanent 
criterion of acceptability is now seen as - 
a futile exercise [Bernstein, 19&3]. This 
consensus has been accompanied by a 
revived interest [Geertz, 1979; Winch, 
1958] in certain trends in German philos- 
Wittgenstein, 


bounded nature of all conceptual lan- 
guages. 

These arguments have coalessed such 
that the philosophy of science is in a 
state of flux; without the comfort of a 
neutral, objective reality, it faces the- 


` threat of an absolute relativism of truth 


and irrational theory choice [Barnes and 
Bloor, 1982; Feyerabend, 1975], and is 
traversed. by different attempts to 
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ground a rational set of criteria for 
theory adjudication [Habermas, 1978; 


Popper, 1972a; Kuhn, 1970]. Main- 


stream accounting thought has devoted 
insufficient attention to these philosoph- 
ical debates. There is some discussion of 
Popper's falsifiability criterion, but little 
of Lakatos's extensions or of other con- 
cepts of the function of theorizing and 
the standards necessary for theory accep- 
tance. Instead, accounting researchers 
work within some vague notion of an 
objective reality and of confronting 
theory with data. 

Despite these limitations, it is impor- 
tant to recognize the virtues of the philo- 
sophical assumptions which ground 
mainstream accounting research. As 
Bernstein (1976, p. xxii] points out, at 
their best they have insisted upon clarity 
and rigor, been committed to the ideal of 
public and intersubjective tests, and have 
instilled a healthy skepticism toward 
“unbridled speculation and. murky 
obscurantist thought.’’ These intellec- 
tual virtues have also been linked with a 
genuine belief that neutral, empirical 
knowledge can not only help people to 
escape from superstition and prejudice, 
but provide informed judgment which 
will better people’s relations with their 
natural and social environment. — — 

Mainstream accounting research has 
attempted to develop useful, generaliz- 
able knowledge which can be applied in 


organizations to predict and control ` 


empirical phenomena. It has insisted on 
certain standards of validity, rigor, and 
objectivity in the conduct of scientific 
research. But these once liberating 
assumptions have ignored new questions 
being raised in other disciplines, imposed 
ever more severe restrictions on what is 
to count as genuine knowledge, and 
obscured different and rich research 
insights. The rest of this paper examines 
the consequences of changing these phil- 
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osophical assumptions. It discusses two 
alternative world-views: the interpretive 
and the critical. 


THE INTERPRETIVE ALTERNATIVE 
= ASSUMPTIONS 


This alternative is derived from Ger- 
manic philosophical interests which 
emphasize the role of language, interpre- 
tation, and understanding in social 
science. As Schutz [1967, 1966, 1964, 
1962] has been one of the most influen- 
tial proponents of this alternative, his 
y form the core of the description 

ere. 


Beliefs about Physical and Social Reality 


Schutz begins with the notion that 
what is primordially given to social life is 


an unbroken stream of lived experience. 


This *'stream of consciousness" has no 
meaning or discrete identity until human 
beings turn their attention (self-reflect) 
on a segment of this flow and ascribe 
meaning to it. Experience to which 
meaning has been retrospectively 
endowed is termed behavior. Social 
Science is generally concerned with a 
special class of meaningful behavior— 
actions—which is future-oriented and 
directed towards the achievement of a 
determinate goal. Because actions are 
intrinsically endowed with subjective 
meaning by the actor and always inten- 
tional, actions cannot be understood 
without reference to their meaning. 
However, in everyday life actions do 
not take place in a vacuum of private, 
subjective meanings. While human be- 
ings are continuously ordering and clas- 
sifying ongoing experiences according to 
interpretive schemes, these schemes are 
essentially social and intersubjective. We 
not only interpret our own actions but 
also those of others with whom we inter- 
act, and vice versa. Through this process 
of continuous social interaction, mean- 
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ings and norms become objectively 
(intersubjectively) real. They form a 
comprehensive and given social reality 
which confronts the individual in a man- 
ner analogous to the natural world. In 
addition, .despite continual refinement 
and modification of this social stock of 
knowledge, there are some temporarily 
stable constructs which become institu- 
tionalized, taken for granted, and used 
to typify (structure) experiences. These 
typifications are an essential part of the 
social frameworks within which actions 
are made intelligible. 


Beliefs about Knowledge 


Given this view of a subjectively- 
created, emergent social reality, the 
research questions that are pertinent are: 
how is a common sense of social order 
produced and reproduced in everyday 
life; what are the deeply-embedded rules 
that structure the social world; how do 
these typifications arise, and how are 
they sustained and modified; what are 
the typical motives that explain action? 
In essence, the interpretive scientist seeks 
to make sense of human actions by fit- 
ting them into a purposeful set of indi- 
vidual aims and a social structure of 
meanings. 

These explanations or models of the 
life-world must conform to certain cri- 
. teria. The first is logical consistency. 
Schutz [1962, p. 43] writes that the ‘‘sys- 
tem of typical constructs designed by the 


scientist has to be established with the . 


highest degree of clarity and distinctness 
of the conceptual framework implied 
and must be fully compatible with the 
principles of formal logic." This pos- 
tulate is required to ensure the ‘‘objec- 
tive validity of the thought objects con- 
structed by the social scientist." The 
second is *'subjective interpretation" 
which means that the scientist seeks the 
meaning which an action had for the 
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actor. Finally, there is the postulate of 
adequacy. As there is no neutral, objec- 
tive world of facts which acts as the final 
arbitrator, the adequacy of a theory (or 
explanation of intention) is assessed via 
the extent to which the actors agree with 
the explanation of their intentioas.* 
How does one carry on this task of 
interpretive understanding? Initially, it 
was mistakenly thought that the observer 
had to ‘‘jump into the shoes/skins" of 
the observed. Such a notion has been 
rightly discarded. However, it remains 
difficult to specify precise procedures for 
the conduct of interpretive research, 
such methods being similar to those of 
the anthropologist. They enrphasize 
observation, awareness of linguistic 
cues, and a careful attention tc detail. 
Each item of information has to be inter- 
preted in the light of other items drawn 
from the language and ideology of the 
“tribe? under investigation [Feyera- 
bend, 1975, p. 251] rather than through 


* Schutz writes, **Each term in a scientific model of 
human action must be constructed in such a way that a 
human act performed within the life-world by an individ- 
ual actor in the way indicated by the typica. construct 
would be understandable for the actor himsel? as well as 
for his fellow-men in terms of common sense nterpreta- 
tions of everyday life. Compliance with this postulate’ 
warrants the consistency of the constructs of the social 
scientist with the constructs of common-sense 2xperience 
of the social reality” [Schutz, 1962, p. 44]. 

This postulate is similar to the positivist notion of veri- 
fication and reflects Schutz's agreement with Nagel and 


. Hempel on a number of important issues. These are: (a) 


all empirical knowledge involves discovery through pro- 
cesses of controlled inference, must be statable in propo- 
sitional form, and must be capable of beirg verified 
through observation; (b) theory means the explicit for- 
mulation of determinate relations between a set of vari- 
ables that explains a fairly extensive class of empirical 
regularities; and (c) a social scientist should seek to be 
completely disinterested in the construction o? objective 
explanations. 

Schutz's position, however, is not necessarily accepted 
by other interpretive philosophers. Gadamer [1975], for 
instance, rejects the feasibility of a ‘‘disinterested 
Observer" and implies that competing theories can only 
be judged by (unspecified) historically-bourd criteria 
that are temporarily agreed upon by a community of 
scientists. 
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TABLE 3 
` DOMINANT ASSUMPTIONS OF THE INTERPRETATIVE PERSPECTIVE 


A. Beliefs About Knowledge 


Scientific explanations of human intention sought. Their adequacy is assessed via the criteria of logical consistency, 
subjective interpretation, and agreement with actors’ common-sense interpretation. 


Ethnographic work, case studies, and participant Observation encouraged. Actors studied in their everyday world. 


B. Beliefs About Physical and Social Reality 


Social reality is emergent, subjectively created, and objectified through human interaction. 
All actions have meaning and intention that are retrospectively endowed and that are grounded in social and historical 


practices. ! 


Social order assumed. Conflict mediated through common schemes of social meanings. 


C. Relationship Between Theory and Practice 


Theory seeks only to explain action and to understand how social order is produced and reproduced. 


a priori definitions. Meanings are them- 
selves built on other meanings and social 
practices. As such, **thick"' case studies 
conducted in the life-world of actors are 
preferred to distant large-scale sampling 
or mathematical. modeling of human 
intention. 


Beliefs about the Social World 


The main beliefs about people are (a) 
the ascription of purpose to human 
action, and (b) the assumption of an 
orderly, pre-given world of meanings 
that structures action. However, Schutz 
argues that purposes always have an ele- 
ment of pastness, for only the already 
experienced may be endowed with mean- 
ing in a backward, reflective glance. 
Further, purposes are grounded in 
changing social contexts and are not pre- 
given. | 


Theory and Practice 


As Fay [1975] points out, interpretive 
knowledge reveals to people what they 
and others are doing when they act and 
speak as they do. It does so by highlight- 
ing the symbolic structures and taken- 


for-granted themes which pattern the 
world in distinct ways. Interpretive 
science does not seek to control empir- 
ical phenomena; it has no technical ap- 
plication. Instead, the aim of the inter- 
pretive scientist is to enrich people's 
understanding of the meanings of their 
actions, thus increasing the possibility of 
mutual communication and influence. 
By showing what people are doing, it 
makes it possible for us to apprehend a 
new language and form of life. Table 3 
summarizes these assumptions. 


"THE INTERPRETIVE ALTERNATIVE 
—CONSEQUENCES 


Some researchers have attempted to 
study accounting in action and to in- 
vestigate its role as a symbolic medi- 
ator [Hopwood, 1983, 1985, forthcom- 
ing; Tomkins and Grove, 1983; Colville, 
1981; Gambling, 1977]. The consequences 
of adopting an interpretive perspective, 
with its emphasis on understanding, may 


be highlighted by comparing two pieces 


of work on budgetary control systems: 
Demski and Feltham [1978] and Boland 
and Pondy [1983]. The first is conducted 
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. within mainstream assumptions and the 
. second reflects interpretive concerns. 

For Demski and Feltham, the *'bud- 
getary control system” exists as a facet 
of reality that is external to the world of 
the researchers, and indeed, of the prin- 
cipal and the agent. The system exists 
and its existence is taken for granted; it is 
an exogenous variable. The budget is not 
seen as an entity which is ‘‘socially con- 
structed” and constituted through inter- 
action. The authors then seek to explore 
general conditions that may explain the 
use of such control systems in a particu- 
lar setting. This setting is described in the 
abstract language of economics, in terms 
of contracts between principal and agent 
and a market for information exchange 
in which ''equilibrium'^ and ‘‘Pareto- 
optimal solutions" may be found. A 
mathematical model of principal-agent 
behavior is then constructed with several 
manageable variables: the state of the 
world, worker effort, skill, and amount 
of capital. Based on an analysis of this 
model, some generalizable conclusions 
are drawn, for instance that ‘‘market 
incompleteness” and ‘‘risk aversion” 
are necessary conditions for the choice 
of budgetary systems. There is also a lim- 
ited attempt to attest to the validity of 
the model by assessing how well it ex- 
plains observed practice. 

Single goals of utility-maximization 
are attributed to the principal and the 
agent. The principal ‘‘contracts for labor 


services so that he can obtain a return 


from his capital without expending any 
effort [He achieves maximum leisure]’’ 
[p. 338]. The agent's utility depends on 
his level of output/income and also the 
amount of effort expended (He prefers 
less effort to more [p. 342]). Other 
researchers working within this theoreti- 
cal framework use similar models of 
human intention. Zimmerman [1979, p. 
506], for instance, assumes all individ- 


The Accounting Review, October 1986 ` 


uals to be ‘‘resourceful, evaluative, max- 
imizing men (or REMMS)." In addition, 
Baiman [1982, p. 170] points cut that 
each individual is assumed to act in his 
or her own interest and expects zll other 
individuals to act solely to maximize 
their own best interests. 

There are also implicit assumptions of 
what is dysfunctional for the **organiza- 
tion,” that is, for both the principal and 
the agent. Demski and Feltham speak of 
moral hazard and adverse selection 
problems. These are essentially informa- 
tion-based problems which arise because 
the principal is unable to accurately 
report the agent's input choice and verify 
information that is private to the agent. 
In addition, *'shirking" by either princi- 
pal or agent is regarded as unhelpful and 
to be controlled, in this instance, -hrough 
a budget-based contract. However, there 
appears to be greater emphasis placed on 
control of the agent. He or she appears 
more likely to engage in dysfunctional 
behavior. Thus, Demski and Feltham 


. write that the budget-based coritract is 


used to *f'learn something" fo. 339] 
about the agent's behavior. Similarly, 
Zimmerman [1979, p. 506] argues that 
**we would expect (as should the princi- 
pal) that the agent will try to improve his 
welfare by engaging in activities which 
are not necessarily in the principal's best 
interest (e.g. shirking, on-the-job leisure, 
consumption of perquisites, theft)." 
Boland and Pondy, by contrast, do 
not take the budget as a permanent, 
fixed object. Instead it is **symbolic not 
literal, vague not precise, value loaded 
not value free" [p. 229]. At certain 


times, the budget plays an active role in 


shaping reality [p. 228] and is in turn 


influenced by political interests (for 


example, those of the Governor of Illi- 
nois) and social definitions of *'accept- 
able and legitimate" (categories like 
“repair and maintenance" being more 


Chua 


viable than ‘‘research’’). There is no a 
priori assumption that the budget has a 
rational, technical purpose; instead, its 
symbolic, emergent role is seen to be 
grounded in the social processes of the 
organization and its environment. 
Neither is there an attempt to accord 
priority to particular goals and to speak 
of ‘‘dysfunctional’’ behavior. In fact, 
the authors suggest that organizational 
goals were being discovered through the 
budget process. 

Further, the budget and its setting are 
located in the everyday, common-sense 
language of the participants. Indeed, one 
of the authors’ aims was to study 
accounting through the actors’ defini- 
tion of the situation [p. 225]. Also, un- 
like Demski and Feltham, Boland and 
Pondy do not seek to develop generaliz- 
able explanations of behavior which may 
be used to predict and control such be- 
havior in similar settings. Their most 
generalizable statement is: There are 
constant shifts between the rational, 
quantitative aspects of organization and 
the natural, qualitative aspects [p. 226]. 
Because generalizations are not their 
aim, the authors advocate the use of case 
studies to understand accounting as a 
lived experience [p. 226]. Unfortunately, 
Boland and Pondy are unclear as to how 
the adequacy of their explanation may 
be evaluated. On p. 226, they write that 
the researcher should take a “‘critical 
view” of the actor's definition of the sit- 
uation. This departs from Schutz's idea 
of the non-evaluative, disinterested 
scientist and his postulate of adequacy. 

The differences between these two 
approaches to the study of the same phe- 
nomenon illustrate the distinctive contri- 
butions of an interpretive emphasis. 
First, the perspective indicates that, in 
practice, accounting information may 
be attributed diverse meanings. Such 
diversity is intrinsic to an emergent social 
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and accounting reality that is constantly 
being redefined. In addition, these 
meanings will be constituted by changing 
social, political, and historical contexts. 
They do not necessarily conform to @ 
priori rational definitions, such as 
“being useful for efficient decision- 
making." Accounting numbers are in- 
adequate representations of things and 
events as experienced by human beings. 
Because of this, actors will seek to trans- 
cend the formality of the numbers and 
manipulate their symbolic meaning to 
suit their particular intentions [Boland 
and Pondy, 1983; Cooper, Hayes, and 
Wolf, 1981]. Indeed, Hayes [1983] sug- 
gests that the ever-expanding demand 
for accounting information may be 
because of this intrinsic ambiguity which 
allows complex trade-offs among inter- 
est groups. 

Second, not only are accounting 
meanings constituted by complex inter- 
pretive processes and structures, they 
help constitute an objectified social real- 
ity [Berry et al., 1985; Hayes, 1983; 
Boland and Pondy, 1983; Cooper, 
Hayes, and Wolf, 1981; Burchell et al., 
1980]. For example, the traditional 
responsibility accounting map of the 
organization helps to consolidate a par- 
ticular view of hierarchy, authority, and 
power. Accounting numbers give visibil- 
ity to particular definitions of “‘effec- 
tiveness,” ‘‘efficiency,’’ and that which 
is ‘‘desirable’’ and ‘‘feasible.’’? In this 
way, accounting numbers may be used to 
actively mobilize bias, to define the pa- 
rameters permissible in organizational 
debates, and to legitimize particular sec- 
tional interests. 

Accounting information is particu- 
larly useful for legitimization activities 
because they appear to possess a neutral, 
technical rationality. Numbers are often 
perceived as being more precise and 
*scientific" than qualitative evidence. 
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Even among actors/players who are 
- aware of the imprecision of these num- 
bers, public debates continue to be orga- 
nized around such numbers because that 
is considered the proper arena for discus- 
sion. Thus, in Boland .and Pondy's 
[1983] case study, the Governor of Illi- 
nois continues to use the budget as evi- 


dence of his good faith despite the fact. 
that he had obviously ‘‘fiddled’’ the: 


numbers. Accounting often becomes a 
‘sacred’ language [Bailey, 1977] that is 
publicly acceptable. To talk otherwise, 
for example, by exposing the dubious 
nature of such numbers or by being 
skeptical of high-sounding principles 


(‘‘the public interest"), may be consid- 


ered **profane."' Bailey argues that pro- 
fane talk is usually conducted in private 
where messy compromises are then re- 
translated into a public, sacred (for 
example, accounting) language such that 


rationality and the appearance of order. 


are maintained. 

Third, the interpretive perspective 
questions the traditional view of account- 
ing information as a means of achieving 
pre-given goals. Information may be 
used to accord rationality after the event 
[Weick, 1979; Cohen, March, and 
Olsen, 1972]. Similarly, accounting in- 
formation may be used to retrospectively 
rationalize action and to impose a goal 
as though it always existed. In addition, 


. although local objectives may initiate the 


desire for particular types of accounts, 
these may merge with other diverse, 
: possibly conflicting objectives such that 


the results cannot be said to be intended ` 


by.any particular party. As Burchell, 
Clubb, and Hopwood [1985] write, 
although accounting may be purposive, 
whether it is intentionally purposeful is a 
matter for detailed empirical investiga- 
tion. 

Finally, the interpretive perspective 
- does not assume that conflict is inevit- 
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ably **dysfunctional." The concept of 
**dysfunction"":does not arise because no 
priority is given to particular human 
goals. Goals and their priority are argued 
to be constituted through human interac- 
tion. 

As can be seen, changing the set of 
philosophical assumptions about knowl- 
edge and the empirical world gives us a 
new purpose for theorizing, different 
problems to research, and an alternative 
standard to evaluate the validity of 
research evidence. There is much to be 
gained by moving accounting into the 


 Jife-world of actors. Instead cf con- 


structing rigorous but artificial models 
of human action which presume ra- 
tional, consensual goals, the approach 
Offers an understanding of accounting in 
action. It seeks the actor's definition of 
the situation and analyzes how this is . 
woven into a wider social framework. 

This interpretive emphasis is valuable, 

for as Burchell et al. [1980] point out, we 

know how accounting numbers ought to 

function but have little knowledge of the 
meanings and roles that they actually 

undertake. And unless such information 

is obtained, we may only have an ébstract 

image of the accounting discourse that is 

fossilized in our journals and textbooks 

and is unrelated to practice. 


THE CRITICAL ALTERNATIVE 
~ ASSUMPTIONS . 


Interpretive work, however, also pos- 


'sesses weaknesses. There have been three 


major criticisms of the approach [Haber- 
mas, 1978; Bernstein, 1976; and Fay, . 
1975]. First, it has been argued that using 
the extent of actor agreement as the stan- 
dard for judging the adequacy of an ex- 
planation is extremely weak. How does 
one reconcile fundamental differences 
between the researcher and the actors? 
Also, how does one choose between 
alternative explanations, such as those of 
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a Marxist and a non-Marxist?. As yet 


these issues have not been settled. 


Second, the perspective lacks an evalua- 
tive dimension. Habermas [1978], in par- 
ticular, argues that the interpretive 
researcher is unable to evaluate critically 
the forms of life which he/she observes 


and is therefore unable to analyze forms 


of ‘‘false consciousness’? and domi- 


nation that prevent the actors from. 
knowing their true interests. Third, the 


interpretive researcher begins with an 
assumption of social order and of con- 


flict which is contained through common. 
interpretive schemes. Given this and the’ 


focus on micro-social interaction, there 


is a tendency to neglect major conflicts. 


of interest between classes in society. 
These difficulties have given rise to 

various attempts to transcend the prob- 

lems of both mainstream and interpre- 


tive perspectives. In philosophy and soci- : 
ology, such work is exemplified by writers. 


such as Poulantzas [1975], Lukacs 
[1971], Habermas [1979, 1978, 1976, 


1971], and Foucault [1981, 1980, 1977]. - 


Despite major differences between the 


work of these writers, there are also. 


commonalities. 
Beliefs about Ph ysical and Social Reality 


The most distinctive idea that the 
majority of researchers in this perspec- 
tive share dates from the work of Plato, 


Hegel, and Marx. It is the belief that ` 


every state of existence, be it an individ- 
ual or a society, possesses historically 
constituted potentialities that are unful- 
filled. Everything is because of, what it 
is and what it is not (its potentiality). 
In particular, human beings are not 


restricted to exist in a particular state; 


their being. and their material environ- 
ment are not exhausted by their immedi- 
ate circumstances [Held, 1980, p. 234]. 
Instead, people are able to recognize, 
grasp, and extend the possibilities con- 
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tained in every being. It is this quality 
which distinguishes human beings as uni- 
versal, free beings [Marcuse, 1968, 
1941]. 

However, human potentiality is re- 
stricted by prevailing systems of domina- 
tion which alienate people from self- 
realization. These material blockages 
operate both at the level of conscious- 
ness and through material economic and 


` political relations. At one level, ideologi- 


cal constructs may be embedded in our 
modes of conceptualization, in our cate- 


.gories of common-sense and taken for 


granted beliefs about acceptable social 
practices [Lehman and Tinker, 1985]. At 
another, repression: may be effected 
through rules governing social exchange 
and the ownership and distribution of 


. wealth. 


Another belief concerns the inion: 
ship between parts (individuals, groups, 
organizations) and the whole (society). 
Critical researchers argue that because 
any finite thing is both itself and its 
opposite, things taken as isolated par- 
ticulars are always incomplete. The par- 
ticular. exists only in and through the 
totality of relations of which it is a part. 
Therefore, what a finite thing is and 
what it is not may only be grasped by 
understanding the set of relations that 
surround it. For example, accquntants 
are not isolated particulars. They exist 
only in the context of groups, classes, 


and institutions. They are what they are 
. by virtue of their relations as sellers of 


services, employees, professionals, etc. 
In this manner, the true form of reality 
lies not with particulars but with the 
universal that comes to be in and 
through particulars. 

This emphasis on totality leads toa 
particular view of the object-subject dis- ` 
tinction. Social structures are concep- 


‘tualized as objective practices and con- 
. ventions’ which individuals reproduce 
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and transform, but which would not 
exist unless they did so. As Bhaskar 
[1979, pp. 45-46] puts it, **[s]ociety does 
not exist independently of human activ- 
ity (the error of reification). But it is not 
[solely] the product of it (the error of 


voluntarism)." Rather, society provides ` 


the necessary, material conditions for 
the creative subject to act. At the same 
time, intentional action is a necessary 
condition for social structures. Society is 
only present in human action, and 
human action always expresses and uses 
some or other social form. Neither can, 


however, be identified with or reduced to 


the other. Social reality is, thus, both 
subjectively created and objectively real. 

Further, because of the belief in human 
potentiality, there is an emphasis on 
studying the historical development of 
entities that are conceptualized as com- 
ing to be. Reality as a whole, as well as 
each particular part, is understood as 


developing out of an earlier stage of its. 


existence and evolving into something 
else. Indeed, every state of existence is 
apprehended only through movement 
and change, and the identity of a partic- 
ular phenomenon can only be uncovered 
by reconstructing the process whereby 
. the entity transforms itself. “To know 
what a thing really is, we have to go 
beyond its immediately given state... 
and follow out the process in which it 
turns into something other than itself. 
. . . Its reality is the entire dynamic of its 
turning into something else and unifying 
itself with its ‘other’ " [Marcuse, 1941, 
p. 49]. 


Beliefs about Kno wledge 


Critical philosophers accept that the 
standards by which a scientific explana- 
tion is judged adequate are temporal, 
context-bound notions. Truth is very 
much in the process of being hammered 
out and is grounded in social and histori- 
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cal practices. There are no theory-inde- 
pendent facts that can conclusively prove 
or disprove a theory. In addition, the 
interpretive standard (degree of consen- — 
sus between researcher and actors) is 
considered insufficient. Beyond this 
weak consensus, critical philosophers 
disagree as to the precise criteria that 
may be used to assess truth claims.. 
Foucault, for example, eschews a 
transcendent criterion for the establish- 


ment of truth. He writes [1977, p. 131], 


“truth is a thing of this world: it is pro- 
duced only by virtue of multiple forms 
of constraint. And it induces regular 
effects of power...." The. scientist 
cannot emancipate truth from every sys- 
tem of power; he/she can only detatch 
the power of truth from the forms of 
domination within which it operates at a 
particular time. By contrast, Habermas 
[1976] seeks to establish a quasi-tran- 
scendental process for rational theory 
choice, that simultaneously recognizes 
the historically-grounded nature of all 
norms and yet seeks to transcend it. In 
the face of such substantive diversity, it 
is not feasible to set out a common 
standard for the evaluation of theories 
within the critical perspective. . 
Finally, the methods of research 
favored by critical researchers tend to 
exclude mathematical or statistical 
modeling of situations. Research is sited 
in organizations and their societal envi- 
ronments. In addition, quantitative 


methods of data collection and analy- 


sis are used to a lesser extent. There is- 
greater emphasis on detailed. historical 
explanations (Foucault emphasizes the 
**genealogical approach") and ‘‘thick,”’ 
ethnographic studies of organizational 
structures and processes which show 
their societal linkages. The emphasis on 
long-term historical studies is especially 


important given the prior belief that the 


identity of an object/event can only be 
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grasped through an analysis of its history 
—Nwhat it has been, what it is becoming, 
and what it is not. Such historical analy- 
sis also serves the critical function of 
exposing rigidities and apparently ahis- 
torical relations that restrict human 
potentiality. 


Beliefs about the Social World 


Critical researchers view individuals as 
acting within a matrix of intersubjective 
meanings. Thus, like the interpretive 
researcher, it is accepted that social 
scientists need to learn the language of 
their subject/object. The process of 
coming to an understanding is also 
agreed to be context-dependent as social 
scientists are necessarily immersed in and 
engaged with their socio-historical con- 
texts. However, critical researchers argue 
that interpretation per se is insufficient. 
It cannot appreciate that the world is not 
only symbolically mediated, but is also 
shaped by material conditions of domi- 
nation. Language itself may be a medium 
for repression and social power. Hence, 
for Habermas, social action can only be 
understood in a framework that is con- 
stituted conjointly by language, labor, 
and domination. Through such a frame- 
work, symbolic schemes and traditions 
would also be subjected to critique such 
that their relations to other material 
forms of domination were revealed 
[Held, 1980, pp. 307-317]. 

A critique of ideology is considered 
necessary because fundamental conflicts 
of interest and divisions are seen to exist 
in society (indeed, are endemic to con- 
temporary society) and to be institution- 
alized via cultural and organizational 
forms. The organization is viewed as a 
middle-range construct, a microcosm of 
Society that reflects and consolidates 
alienating relations. Because of this, dis- 
tinctions between societal and organiza- 
tional levels of analysis are blurred. One 
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level is seen to support and be supported 
by the other, and conflicts within organi- 
zations create and are created by societal 
divisions. 
Theory and Practice 


Theory now has a particular relation- 
ship to the world of practice. It is/ought 
to be concerned with ‘‘the freedom of 
the human spirit," that is, the bringing 
to consciousness of restrictive condi- 
tions. This involves demonstrating that 
so-called objective and universal social 
laws are but products of particular forms 


of domination and ideology. Through 


such analysis, it is intended that social 
change may be initiated? such that injus- 
tice and inequities may be corrected. 
Critical researchers reject the value posi- 
tion traditionally espoused by orthodox 
social scientists—a scientist cannot eval- 
uate ends—arguing that it bolsters exist- 
ing forms of injustice inherent in the cur- 
rent system of property rights and in the 
capitalist appropriation of economic sur- 
plus value. Their moral position is that 
such domination ought to be exposed 
and changed. Social theory is therefore 
seen to possess a critical imperative. 
Indeed, it is synonymous with social 
critique. 
Table 4 sets out these assumptions. 


* Critical researchers differ as to the precise role 
envisaged for the theorist in initiating social change. 
Habermas [1974], for instance, distinguishes between (a) 
the formation of critical theories that may be therapeuti- 
cally applied to initiate a process of '*enlightenment"' 
and self-reflection among dctors, and (b) the selection of 
appropriate political strategies. Task (a) is that of the 
social scientist while task (b) belongs to the actors 
(community). Habermas took pains to emphasize that 
theory does not provide the grounds, conditions, or justi- 
fications for day-to-day political decisions. This position 
may be contrasted with that of Althusser [1969] and 
Poulantzas [1975] who see Marxism as a science that can 
be employed in developing a political strategy for bring- 
ing the working class to power. 
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TABLE 4 
DOMINANT ASSUMPTIONS OF THE CRITICAL PERSPECTIVE 





A. Beliefs About Knowledge 


Criteria for judging theories are temporal and context-bound. Historical, ethnographic research and case studies 


more commonly used. 


B. Beliefs About Physical and Social Reality 


Human beings have inner potentialities which are alienated (prevented from full emergence) through restrictive 
mechanisms. Objects can only be understood through a study of their historical development and change within the 


totality of relations. 


Empirical reality is characterized by objective, real relations which are transformed and — through subjec- 


tive interpretation. 


Human intention, rationality, and agency are accepted, but this is critically analyzed given a belief in false conscious- 


ness and ideology. 


Fundamental conflict is endemic to society. Conflict arises because of injustice and ideology in the social, economic, 
and political domains which obscure the creative dimension in people. 


C. Relationship Between Theory and Practice 


Theory has a critical imperative: the identification and removal of domination and ideological practices. 





THE CRITICAL PERSPECTIVE 
—(CONSEQUENCES 


Considerable interest has been shown 
in developing accounting research within 
the critical perspective.? To illustrate the 
differences between the mainstream 
approach and the critical perspective, 
two historical explanations of the devel- 
opment of accounting theory and prac- 
tice are compared: Chandler and Daems 


[1979] and Tinker, Merino, and Neimark ` 


[1982]. 

Chandler and Daems [1979] focus on 
the development of accounting practices 
from the end of the 19th century to 1920- 
30. They begin by arguing that there are 
three core economic functions that need 
to be performed in every economic sys- 
. tem. These are the allocation, monitor- 
ing, and coordination of activities. These 
functions may be performed by a num- 
ber of alternative structures of which the 
firm and the market are thé most impor- 
tant. The choice of structure depends on 
which mechanism is more efficient, that 


is, performs these functions at a lower 
transaction cost. Hence, if the firm 
structure is used to organize economic 


production, this is because the firm is 


more efficient than the market. Also, for 
the firm to continue to maintain this 
comparative advantage, it has to contin- 
ually develop cost-efficient accounting 
controls that provide the information 
required to meet the demands of a 
changing environment. 

To Chandler and Daems, firms and 
accounting controls are parts of a con- 
crete reality which evolve in a rational 
manner: in response to a need for effi- 
cient organization. The firm is pictured 
as a rational, single-minded, organic sys- 
tem that seeks to survive and adapts its 
accounting system in order to maintain 
its economic advantage. On p. 4 this 
image is tempered by identifying the firm 


* See Armstrong [1985], Cooper et al. [1985], Laughlin 


11985], Lehman and Tinker [1985], Puxty [1985], Tinker 


and Neimark [forthcoming], and Maes [1984, forth- 
coming]. 
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with the activities of owners and mana- 
gers. However, people as reality-construc- 
tors do not feature in the discussion, and 
there is little mention of intra- and inter- 
organizational conflict. In addition, the 
concepts of allocation, monitoring, hier- 
archy, and efficiency are seen as non- 
problematic. They are not seen as per- 
petuating an ideological, managerial bias 
and as bolstering unequal economic rela- 
tions. 

By comparison, Tinker, Merino, and 
Neimark [1982] see accounting discourse 
as being actively involved in social con- 
trol and in conflicts between different 
classes of people. Accounting theories 
do not state an unambiguous truth that 
is value-free and independent of social 
and historical conflict. The authors 
focus on the development of the concept 
of value from the Middle Ages to the 
` 20th century and argue that this cannot 
be explained as a rational evolution 
during which more wisdom was gradu- 
ally accumulated. Instead, concepts of 
value constitute and are constituted by 
social struggles, particularly in the 
economic domain. Specifically, particu- 
lar concepts of value became dominant 
because they benefited the interests of 
dominant groups in society during a 
particular period. 

Thus, in the pre-mercantile period, 
value was defined in terms of the socially 
necessary labor expended on a product 


[p. 176]. Such a concept of value was. 


acceptable because. trade at that time 
took place between small independent 
producers. However, as trade and com- 
merce expanded, the concept of value 
was modified to include the utility and 
. subjective expectations of owners and 
consumers [p. 177]. This was because the 
merchants’ gains came from the consu- 
mer, specifically from the difference in 
. price charged and that paid to the pri- 
mary producer. Through such a modifi- 
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cation of the concept of value, the 
merchants, it is argued, were able to 


. Strengthen their bargaining position 


relative to the producers and to legiti- 
mize their gains as just. 

Similarly, the neo-marginalist assump- 
tions that underlie much mainstream 
accounting are argued to be interested 
(grounded in the interests of dominant 
classes) as opposed to being theoretically 
neutral. In addition, these assumptions 
are ideological because they obscure 
other realities such as ‘‘market imperfec- 
tions," unequal distributions of income, 
and injustices embedded in extant sys- 
tems of property rights [p. 191]. Finally, 
Tinker, Merino, and Neimark [1982] 
attempt to set out a new role for account- 
ing and the accountant that is considered 
more just and less mystifying. 

This brief comparison indicates that 
accounting research as social critique has 
several important characteristics. First, 
accounting is no longer seen as a tech- 
nically rational, service activity which is 
divorced from wider societal relation- 
ships. Instead, accounting as a discourse 
with a particular mode of calculative 
rationality is argued to constitute and be - 
constituted by macro conflict between 
different classes (for example, capitalist/ 
manager v. worker, the State v. multi- 
national corporations) [Knights and Col- 
linson, 1985; Tinker, 1984; Tinker, 
Merino, and Neimark, 1982]. At the 
micro-organizational level, the account- 
ing calculus paints a picture of the 
“cake” that is available for distribution 
and reports on how such distributions 
have been made. At the macro-societal 
level, these numbers influence taxation 
policy-making, wage bargaining, and 
economic restructuring. In all these situ- 
ations, wealth transfers are involved and 
the accounting calculus is seen as playing 
(or potentially playing) a vital role in 


effecting such transfers. 
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Second, critique emphasizes the totality 
of relations (social, economic, political, 
ideological). As a result, the perspective 
engenders a new interest in certain macro- 
- Structural phenomena that are neglected 
in mainstream accounting research. An 
example is the role of accounting infor- 
mation in the regulation of and by the 
State [Cooper et al., 1985; Cooper, 1984; 
Hopwood, 1984b; Tinker, 1984]. The 
State holds a pivotal position in the com- 
plex of human relations and is expanding 
the use of accounting information. In 
the United Kingdom and Australia, for 
instance, the State constantly stresses the 
need for efficiency or value-for-money 
audits and the development of perfor- 
mance indicators for the public sector. 
This response to calls for greater public 
accountability, however, may not indi- 
cate that those in government believe in 
the technical superiority of ‘‘rational’’ 
methods of financial management. For 
accounting numbers may be called upon 
to perform tasks for which they are not 
equipped: the quantification of welfare 
trade-offs in activities where neither the 
inputs nor the outputs desired are clearly 
specified. Hence, accounting/auditing 
information may only be used symbolic- 
ally to rationalize or legitimize power 
relations. 

In addition, the greater use of account- 
ing calculation in the public sector could 
be because the State finds it difficult to 
manage the demands of organized capi- 
tal and labor. Such structural conflict 
could represent macro-economic prob- 
lems that the State must be seen to man- 
age: inflation, stagflation, long-term 
unemployment, an ever-increasing State 
bureaucracy, and limited opportunities 
to raise State revenue and to reduce 
expenditure. How are accounting pro- 
cedures implicated in the management of 
these problems? Further, how do such 
problems relate to the State's attempt to 
regulate business firms through account- 
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ing policy-making and standard-setting 
bodies? Are accounting standards noth- 
ing more than political compromises in a 
complex arena of organized capital and 
labor, the government, and the account- 
ing profession? What kinds of roles do 
these professional pronouncements play 
given the separate and different interests 
at work? Their public aim may be the 
control of public sector or managerial/ 
corporate excesses. How, if at all, is such 
control effected? 

Third, such questions not only empha- 
size the State as an important constitu- 
ency, they focus on accountants as an 
organized interest group. Within a criti- 
cal perspective, the accounting profes- 
sion is no longer theorized as a neutral 
group which evolves in response to 
rational demands for useful information. 


Instead, it is an aspiring occupational 


monopoly that seeks to further its own 
social and economic self-interests 
through (a) particular professional 
ideologies (for example, the universal 
service ethic), and (b) the policing of 
changeable and ambiguous relations 
with other professions, corporations, 
and the government [Puxty, 1984; Chua, 
1982]. For instance, to preserve its 
territorial advantage from the challenge 
of engineers, investment advisors, and 
the State, the accounting profession in 
the U.S., U.K., and Australia has had to 
institute new membership controls and 
standard-setting bodies. Such. reforms, 
however, often are claimed to be for the 
"protection of the public” (see Willmott 
[1985] for a critique of this notion), not 
the profession. 

Fourth, the focus on totality also pro- 
motes organizational studies that inte- 
grate micro- and macro-levels of analy- 
sis. This has the effect of avoiding the 
traditional distinction between manage- 
ment and financial accounting. For 
instance, exploitative relations or forms 
of domination at the societal level are 
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seen as reflected and effected through 
organizations [Habermas, 1978; Fou- 
cault, 1977]. Foucault writes that social 
control is insidiously widespread in insti- 
tutions such as the school, family, prison, 
and hospital and is vested in so-called 
experts whose possession of knowledge 
has power effects. 

His argument is taken up by Crawford 
[1984] and Miller and O'Leary [1984] 
who argue that the accounting-expert 
exercises power in the factory through a 
procedure like standard cost accounting. 
Such an accounting technique forms a 
powerful, managerial tool for the disci- 
plining and control of workers. It sets 
norms for ''proper" behavior and 
**desirable outcomes, thereby restrict- 
ing (normalizing) individual variety and 


creativity. It also socializes workers into 


constantly being watched, monitored, 
and governed. Through such social con- 
trol the worker becomes a more govern- 


able unit within the firm and in society 


more generally. 

Finally, critical theorists claim that the 
view of accounting information as social 
control and as a mediator of conflict has 
often been obscured (mystified) by 
powerful, ideological ideas embedded 
in mainstream accounting thought. 
Accounting is claimed to be a service 
activity which is ‘‘neutral as between 
ends," when in fact the goals of the 
owners of capital are implicitly given 
priority. Also, accountants are pictured 
as professionals who are independent of 
biases and who offer universal service to 
the community. Such claims are, how- 
ever, seen as highly dubious. Due to the 
difficulty of policing compliance to the 
professional ideals of independence and 
competence at the level of the individual 
practitioner, peer supervision is often 
only rhetorical rather than real [Larson, 
1977]. 

Mainstream accounting research is 
also criticized as perpetuating an objecti- 
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fied (alienated) view of human beings. 
Labor is seen as a number, a cost to be 
minimized while profit that accrues to 
others is regarded as desirable. As 
Cherns [1978] points out, within account- 
ing, instead of an organization being 
seen as a resource for people, people are 
encouraged to think of themselves as a 
resource for the greater organizational 
goal of more profit and cash flows. 
Finally, as discussed earlier, notions of 
structural conflict and of inequitable 
domination do not enter into mainstream 
accounting models of organizational 
goals. Through the maintenance of these 
ideas, extant accounting theory and 
practice is seen as a form of ideology 
which isolates people from their "true" 
essence. 

Indeed, Lehman and Tinker [1985] 


argue that the accounting discourse con- 


stitutes part of the ‘‘ideological appara- 
tus” of the State. Using the work of Alt- 
husser, they argue that ideology is more 
than false ideas perpetuated by, for 
example, the mass media. Ideology is a 
*'representation of the imaginary rela- 
tionship of individuals with the real 
conditions of their existence" [Lehman 
and Tinker, 1985, p. 9]. It inheres in the 
taken-for-granted social practices and 
symbols that people use to interpret and 
organize their world. The accounting 
literature, by subtly promoting particu- 
lar views of the State, ‘‘free markets," 
and the importance of business, is said to 
institutionalize a biased version of struc- 
tural conflicts. 

The research that a critical perspec- 
tive initiates clearly differs from that 
offered by a mainstream or interpretive 
approach. It poses a particular chal- 
lenge for the accounting researcher 
and accounting as a discipline to adopt a 
radically different value position that 
may not be easily accepted by main- 
stream accountants. There is also much 
intra-disciplinary criticism and debate. 
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As pointed out earlier, critical theorists 


do not share common philosophical 


standards for the evaluation of theories. 


What is an acceptable theory or explana- - 


tion is still debatable. In addition, pro- 
ponents of one form of critical theory 
may be bitterly criticized by other writers 
also working in the Marxist tradition (for 
example, see the discussion of Haber- 
mas's work by Anderson [1976] and 
Slater [1977]). However, this last charac- 


teristic of major disagreements among ` 


academics is also present in mainstream 
and interpretive perspectives. 

In summary, this perspective offers 
new insights that are worthy of consider- 
ation. As the State plays an ever-increas- 
ing role in the economic domain, as the 
use of accounting information expands 
in the private and public economic sec- 
tors, and as accountants become more 
involved with policy-making at the 
macro-level, it may no longer be useful 
to distinguish the political/sociale from 
the economic effects of accounting num- 
bers. Nor may it be helpful to separate 
the organization from its wider struc- 
tural relationships. Critique may then 
Offer a way of understanding the role of 
accounting in these complex contexts. 


CONCLUSION 


This paper has sought to move ac- 
counting debate beyond the stalemate of 
‘incommensurable’ paradigms which 
cannot be rationally evaluated. It has 
argued that mainstream accounting 
thought is grounded in a set of common 
assumptions about knowledge and the 
empirical world which both enlighten 
and yet enslave. These assumptions offer 
certain insights but obscure others. By 
changing them, new insights may, be 
gained which can potentially extend our 
knowledge of accounting in action 
within organizational and societal con- 
texts. Two main alternatives were dis- 
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cussed: the interpretive and the critical. 
It is hoped that the challenges posed by 
these alternatives will stimulate consider- 
ation and debate. 


APPENDIX 1 


DIFFICULTIES WITH THE BURRELL 
AND MORGAN [1979] FRAMEWORK 


First, all the assumptions are presented 
as strict dichotomies; for example, one 
either assumes that human beings are 
determined by their societal environment 
or they are completely autonomous and 
free-willed. This does not encompass 
positions such as those of Bhaskar [1979, 
pp. 31-91], which argue that although 
societies are prior to and different from 
individuals, they are continually repro-. 
duced and transformed by intentional 
human action. Neither does it lead 
to a full appreciation of Habermas's 
[1978] argument that while individuals do 
act and shape meanings, they may still 
live within structures of domination in 
society. The use of mutually exclusive 
dichotomies and the derivation of para- 
dems that cannot be ‘‘synthesized’’ 
[Burrell and Morgan, 1979, p. 25] fails to 
locate philosophical attempts to over- 
come such unsatisfactory dichotomies. 

Second, the framework embraces a 
strongly relativistic notion of scientific 
truth and reason. Influenced by Kuhn's 
[1970] idea of a conversion experience, 
Burrell and Morgan [1979, pp. 24-25] 
imply that the choice and evaluation of 
paradigms cannot be justified on rational 
scientific grounds. This interpretation of 
Kuhn as encouraging irrationalism (there 
are no good reasons for preferring one 
theory to another) as the basis for theory 
choice misreads his rational intent [see 
Bernstein, 1983; Gutting, 1980]. On the 
contrary, Kuhn [1970, pp. 199-200] . 
explicitly writes that accepting a thesis 
that states that theory-choice is not 
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simply a matter of deductive proof does ` 


not imply that there are no good reasons 
for being persuaded a particular way. 
Kuhn continues by citing certain evalua- 
tive criteria that are ‘‘usually listed by 
philosophers of science” such as accu- 
racy, simplicity, and fruitfulness. These 
criteria, however, are not universal and 
fixed but open in their application and 
weighting. 

To read Kuhn as advocating irration- 
alism is to miss his main point: that tra- 
ditional notions of what constitutes 
rational scientific choice are inadequate 
and need to be modified in order to 
better understand in what sense such 
choice is a rational activity. In addition, 
there is a fundamental tension in the 
arguments of Burrell and Morgan. On 
the one hand, they appear to accept 
Kuhn's argument that there is no trans- 
historical, neutral, permanent language 
(set of criteria) for evaluating scientific 
theories. This presumably is the basis for 
arguing that each paradigm mutually 
excludes the other, is incommensurable, 
and cannot be validly compared or syn- 
thesized. Yet by adopting a non-evalua- 
tive stance, Burrell and Morgan attempt 
what Kuhn rejects—the use of a com- 
pletely neutral language or framework 
within which rival paradigms can be fully 
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give each paradigm an opportunity to 
speak for itself [p. 395]. Where exactly is 
this privileged, non-evaluative ‘‘fifth 
position” located? (Presumably it must 
lie outside the four paradigms proposed 
by the authors!) Thus, Burrell and 
Morgan appear to both accept and reject 
simultaneously the existence of a neutral 
language for cross-paradigmatic discus- 
sion. 

Moreover, the latent relativism of 
Burrell and Morgan has been roundly 
criticized by philosophers of science [see 
Hollis and Lukes, 1982; Gutting, 1980; 
Lakatos and Musgrave, 1970]. Relativ- 
ism is self-referential and paradoxical. 
For, implicitly or explicitly, the relativist - 
claims that his or her position is true, yet 
the relativist also insists that since truth 
is relative, what is taken as true may also 
be false. Consequently, relativism itself 
may be true and false. 

Finally, as Hopper and Powell [1985] 
point out, the separation of the radical 
structuralist from the radical humanist 
paradigm is not well supported within 
sociology itself, being based on a conten- 
tious reading of Marx's arguments. In 
addition, such a separation does not ade- 
quately place work that seeks to inte- 
grate the structuralist and idealist facets 
of Marx's writings [Habermas, 1976; 
Poulantzas, 1973]. | 


expressed! Burrell and Morgan claim to 
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Long-Term Trends Toward Seller 
| Concentration in the U.S. 
Audit Market 


Paul Danos and John W. Eichenseher 


ABSTRACT: This paper builds on the results of prior research on the structure of the U.S. 
market for audit services. Two complementary empirical approaches are pursued. First, infer- 
ences are made about specific aggregate Big Eight comparative advantages from an analysis 
of auditor selections by 299 sample firms from 1964 to 1980. Second, dynamic trends within 
the Big Eight are considered by examining changes in individual audit firm market shares 
across extensive client samples at four points in time— 1950, 1960, 1970, and 1980. In general, 
analysis of auditor change data indicates no substantial upward shift in aggregate Big Eight 
"equilibrium" market share in the two decades studied. Rather, it would appear that move- 
ments in this time-frame to the Big Eight reflect a long process of adjustment to relatively 
stable conditions of comparative advantage. Changes in within Big Eight market shares, on 
the other hand, strongly support the notion of increasing intra-Big Eight competition for 


nonregulated clients. 


HIS paper addresses trends towards 
seller concentration in the U.S. 
audit market over the past 30 years. 


Two empirical approaches are employed: . 


(1) observations of the auditor selections 
of 299 client firms from 1964 to 1980 are 
used to test for both differences in aggre- 
gate Big Eight equilibrium market shares 
across client submarkets and changes in 
these equilibrium positions over time; 
and (2) much larger samples of auditor/ 
client relationships (N —2,857 to 8,098) 
at four points in time from 1950 to 1980 
are used to describe changes within Big 
Eight, individual audit firm, market 
share distributions over this time-frame. 

The study of market share positions of 
auditing firms is important because of 
what the findings might tell about the 
environment and nature of auditing. 
How competitive is the market for audit- 
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ing services? Are there scale effects in the 
production of audits? Does the level of 
regulation in client industries affect com- 
petition and/or scale effects in the audit 
market? The answers to these questions 
can help us begin to understand many 
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issues that relate to the economics of 
auditing. Auditing services are provided 
in a rich market setting and the dynamic 
processes and equilibria observed in that 
setting reveal a great deal about the basic 
conditions of supply and demand of 
auditing markets. If, as we assume, 
clients choose auditors for good eco- 
nomic reasons, the theoretical and 
empirical study of auditor choice can 
give insights into some very fundamental 
issues in auditing: the relationship 
between auditor competition and the 
quality of auditor services, the critical 
mass of clients necessary for the develop- 
ment of requisite expertise levels, the 
Staff size necessary to effectively audit 
large clients and/or regulated clients, the 
relationship between competition and 
pricing of services, and many more. All 
of these issues, in one way or another, 
are related to the economics of the audit 
market. There has been a series of empir- 
ical and analytical studies concerned 
with various aspects of the industrial 
organization of auditing. Dopuch and 
Simunic [1980] conclude that the audit 
market is competitive and that there 
seem to be economies to audit firm size. 
Simunic [1980] finds evidence of large 
auditor competitive advantages in that 
prices charged by seven of the eight 
largest firms were lower than their non- 
Big Eight competitors. Eichenseher and 
Danos [1981] and Danos and Eichense- 
her [1982] offer evidence consistent with 
large firm advantages among publicly- 
traded clients and regulated clients. 
Also, changes in both overall and client 
industry audit firm market shares seem 
to be related to scale economies, 
although very large market shares in 
unregulated client industries tend to 
erode. DeAngelo's [1981b] analysis of 
the relationship between audit firm size 
and the quality of audits gives a plausible 
" argument that larger audit firms have 
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greater incentives to be independent than 
do smaller firms because of their larger 
potential loss in reputation if failure to 
report accurately is detected. Larger firms 
therefore benefit in a competitive sense 
because their very bigness signals higher 
quality. In this study, we assume a link 
between audit firm market positions and 
comparative advantages. We look for 
patterns in market share positions across 
several periods of time and client types. 
From the results of tests of a multivariate 
model of auditor selection, we make 
inferences about several of the above 
listed issues, in particular, those related 
to scale economies in the provision of 
audit services. 
Consistent with prior findings 
[Dopuch and Simunic, 1980], Big Eight 
comparative advantages appear greater 
for larger clients. Test results, however, 
do offer several new insights into the 
recent evolution of the U.S. audit mar- 
ket. The pattern of Big Eight relative 
comparative advantages appears to have 
shifted from the 1960s to the 1970s. 
While net movements to the Big Eight 
were centered on large, publicly-held, 
and growing sample client firms from. 
1964 to 1972, auditor changes from 1973 
to 1980 indicate a more generalized 
movement to the Big Eight across all 
client firms. Nonetheless, taken in total, 
these empirical results offer little support 
for substantial upward shifts in Big Eight 
*equilibrium" market share positions 
during the 1970s. In almost all market 
subsectors, ‘‘equilibrium’’ positions 
inferred from auditor change data 
remained quite stable from the 1960s to 
the 1970s, but existing Big Eight market 
shares in 1980 continued to lag well 
behind the apparent **equilibrium"' posi- 
tions. In short, longitudinal test results 
support the notion that observed auditor 
changes in the U.S. audit market in the 
recent past reflect a long-term adjust- 
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ment to a fairly stable equilibrium dis- 
tribution of clients across large and small 
audit firms. This interpretation of 
empirical findings, while consistent with 
substantial transaction costs for auditor 
change, calls into question causal links 
between recent changes in the audit envi- 
ronment (e.g., burgeoning standards) 
and client movements to the Big Eight. 

Descriptive statistics obtained from 
the second empirical approach indicate 
strong trends towards the equalization of 
individual CPA-firm market shares with- 
_in the Big Eight from 1950 to 1980. Par- 
ticularly in the auditing of unregulated 
clients, aggregate Big Eight gains appear 
centered on those Big Eight firms with 
the smallest market shares in 1950. Thus, 
support is found for the notion of 
increasing competition among a small set 
of suppliers (audit firms) in the U.S. 
audit market. 

Throughout the empirical analysis 
presented in this paper, differences in 
audit market conditions for regulated 
clients are apparent. A statistically sig- 
nificant upward shift in aggregate Big 
Eight equilibrium market share for regu- 
lated clients is found in the 1970s. And, 
consistent with prior research [Danos 
and Eichenseher, 1982], within Big Eight 
CPA firms, market share differentials 
are maintained and even accentuated in 
the public utility, oil and gas, and rail- 
road industries from 1950 to 1980. 
Clearly, scale economies available to 
CPA firms as a byproduct of client regu- 
lation cannot be ignored in our efforts to 
understand and model the economics of 
auditing. | 

The remainder of this paper consists 
of six sections. Section I discusses the 
client dimensions considered in forming 
audit submarkets for subsequent analy- 
sis. Section II focuses on apparent 
changes in underlying audit market con- 
ditions from 1965 to 1980 and the adjust- 
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ment process in this market. Section III 
defines the variables and discusses 
empirical methods for longitudinal tests, 
while Section IV provides the results of 


these tests. Section V details and 


describes results of the second empirical 
approach. Section VI concludes with a 
summary of empirical findings and a 
brief discussion of policy implications 
flowing from the research. 


I. RELEVANT DIMENSIONS TO 
THE U.S. AUDIT MARKET 


Client Size and Client Growth 


Prior research, e.g., Dopuch and Sim- 
unic [1980], has highlighted differences 
in audit firm market shares based on 
client size, with larger clients found to 
employ larger audit firms. Several 
plausible reasons for this tendency can 
be posited. Larger clients may have char- 


acteristics that give comparative advan- 


tages to larger audit firms such ds geo- 
graphical dispersion [Benston, 1979- 
1980] and the need for complex account- 
ing rules [Hepp and McRae, 1982]. 

Audit technology may also render . 
client size per se an important variable in 
determining audit-firm differentials. 
Larger audit firms have a greater percen- 
tage of inexperienced personnel and 
more fine gradations in personnel ranks 
[Arnett and Danos, 1979, pp. 98-105]. 
These phenomena may indicate differ- 
ences in cost structure according to audit 
firm size, with larger firms applying less 
costly human resources and more sophis- 
ticated management systems. While the 
preceding argument may imply that 
larger firms have cost advantages over 
smaller firms across all client sizes, cost 
advantages should certainly increase 
with the size of the client firm if larger 
clients involve greater time spent on rou- 
tine tasks. | 

The above arguments point to client 
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size as explanatory of client-auditor 
alignments. From a dynamic view, they 
also support the assertion that, over 
time, growth in client size 1s associated 
with an increased propensity to employ 
larger audit firms. 


Client Capital Markets 


Eichenseher and Danos [1981] argue 
that economies of scale characterize the 
supply of audits to clients subject to 
capital-market regulations, such regula- 
tion giving rise to the demand for special- 
ized accounting and reporting expertise, 
They find significant positive correlation 
between industry-specific auditor con- 
centration levels and the percentage of 
industry members listed on the American 
and New York Stock Exchanges. How- 
ever, since their study was limited to 
clients registering with the SEC, they 
provide no evidence on the general 
impact of national capital-markets regu- 
lations on the market for audit services. 
The previous findings point to the need 
for a direct comparison of auditor-client 
alignments in public and private 
domains, and the current study makes 
that comparison. 


Client Industry Regulation 


.. Previous research findings point to the 

possibility that large audit firms have 
comparative advantages in highly regu- 
lated industries. Danos and Eichenseher 
[1982] conclude that industry regulation 
is a significant explanatory factor in a 
model of market share changes for indi- 
vidual audit firms. They found that 
audit firms with large initial market 
shares in regulated industries could 
maintain and even increase their market 
shares over time, in contrast to some ero- 
sion in market shares for audit firms 
with high levels of concentration in non- 
regulated industries, 
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II. CHANGES IN | 
AUDIT MARKET EQUILIBRIUM 


Changes in the Audit Environment 


The time period chosen for the first 
part of this study, 1965 to 1980, is orie of 
change in the audit environment. Stan- 
dards for accounting and auditing prolif- 
erated during the period, requiring audit 
firms to develop more complex expertise 
systems. The period in question saw the 
advent of the term ‘‘standards overload’’ 
[Hepp and McRae, 1982] and growing 
pressures on small audit firms to cope 
with new and more complex rules. . 

Technological innovation also charac- 
terized the 1965 to 1980 period. Both 
client and audit firms greatly increased 
their use of computers during the period. 
The widespread use of statistical sam- 
pling and formalized analytical review 
also dates primarily from 1965 to the 
present. To the extent that these changes 
in the audit production environment had 
systematically different effects on CPA 
firms of different sizes, we can expect to 
see changes in auditor-client alignments 
during the period. In particular, strong 
arguments can be made for greater com- 
parative advantages accruing to larger 
audit firms. , 

In addition to the apparent changes in 
the production environment of audits, 
the past two decades have witnessed 
great changes in tlie processes by which 
auditors are chosen and evaluated. It is 
widely believed that competition among 
audit firms has increased substantially 
[Bernstein, 1978]. Arnett and Danos 
[1979] conclude: 


In general, respondents (management 
of a wide range of audit firms) felt that 
competitive pressures are greater today 
than they were at any time in the recall- 
able past . . . [p. 48] 


Recent changes in the professional 
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code of ethics regarding advertising and 
client solicitation are part of the chang- 
ing competitive environment. The num- 
ber of *'*outside" directors and audit 
committees has also increased dramati- 
cally. The 1960s and 1970s also witnessed 
increased litigation for clients and audi- 
tors, with concurrent increases in profes- 
sional insurance costs [Arnett and 
Danos, pp. 37-38]. 

For each change in market conditions 
noted above, arguments can be made for 
relative advantages accruing to the large 
audit firms. Factors such as increasing 
advertisements and marketing sophisti- 
cation, rising litigation costs, and the 
advent of audit committees formally 
reviewing audit proposals all point to 
competitive advantages for larger firms. 


Contemporaneous and 
Noncontemporaneous Adjustments 


Although many seemingly important 
changes in underlying audit market con- 
ditions have occurred recently, it is not 
clear that changes in auditor-client align- 
ments would quickly reflect such 
changes. If transactions costs to chang- 
ing auditors are substantial, switches 
may lag into subsequent periods. Incum- 
bent auditors may have cost advantages 
in terms of start-up costs for both audi- 
tor and client, which may delay or pre- 
vent changes in auditors [DeAngelo, 

1981a and 1981b]. 
^. The potential effects of transactions 
costs present problems in attempting to 
link switches in auditors with changes in 
underlying conditions of supply and 
demand in the audit market. Two points 
can be made. One, the observed changes 


in alignment patterns need not reflect. 


contemporaneous changes in these con- 
ditions. And, two, given less than instan- 
taneous adjustment to changes in under- 
lying conditions of supply and demand, 
existing comparative advantages for 
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audit firms of different sizes are prob- 
ably more readily inferred from dynamic 
(auditor change) data than from static 
market share positions, since audit-firm 
selections, given the decision to change 
auditors, should not be influenced by 
“sunk” auditor change costs. 


III. LONGITUDINAL EMPIRICAL METHODS 


Introduction 


The key to longitudinal tests aen 
in this paper is the notion of an ‘‘equilib- 
rium" Big Eight market share. Empirical 
tests are designed to capture evidence of 
differences in this equilibrium over mar- 
ket subsectors (i.e., several client group- 
ings with common attributes within 
groups) for a given time-frame or over 
time-frames within a given market sub- 
sector. **Equilibrium" is defined, in gen- 
eral, as the distribution of clients be- 
tween Big Eight and non-Big Eight audit 
firms which would result if (currently) 
Observed patterns of auditor change con- 
tinued indefinitely into the future. Two 
variables are of.primary concern in 
determining such equilibrium positions: 


P,,,;=the probability that an existing 
non-Big Eight client of type i will 
move to a Big Eight audit firm 
within a specific time-frame 7; 


and 


P,,,;=the probability that an existing 
Big Eight client of type i will 
move to a non-Big Eight audit 
firm within time-frame 7. 


This research takes two eight-year 
time-frames as the basic units of obser- 
vation, the period from 1965 to 1972 
(r=1) and that from 1973 to 1980 (722). 

If the Big Eight gain and loss param- 
eters (P,,, and P;,;) remain constant over 
time, Big Eight market share will con- 
verge on 
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P T 
—— — — = TC ‘equilibrium’ Big 
Peit Pin Eight market share 


for client type i.! 


For the purposes of empirical tests, 
asymptotically unbiased estimators for 
equilibrium Big Eight market share posi- 
tion in market subsector i, given ob- 
served auditor changes during time- 
frame 7, are formed as: 


Ze Ppi 
SCH b, HÀ, 
where | 
B 
gi” Non 
s Nin 
in Fa 


A,,7the number of type i clients 
switching from non-Big Eight to 
Big Eight auditors during 7, 

Hrsg number of type i clients 
switching from Big Eight to non- 
Big Eight auditors during T 

Ron = the total number of type i non- 

» Big Eight clients at the beginning 

of 7, and 

fsx =the total number of type i Big 
Eight clients at the beginning of 
T. 


Subsequent tests involve two generic 
null hypotheses: | 


Ho for time-frame 7, Y,; is the same 
for all i; that is, equilibrium Big 
Eight market shares are the 
same in all į subsectors of the 
audit market; and 


Ho for subsector i, Y, —Y/; that is, 
equilibrium Big Eight market 
shares remain constant over 
time, 
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Model Construction and Test Design 
The discussion in Section I implies 
that Big Eight comparative advantages 
(and, therefore, equilibrium Big Eight 
market shares) can be affected by client 
size, growth, capital market activity, and 
regulatory status. Therefore, a linearly 
additive model for Y,, can be posited as: 


Y, Ez Bor T B Leet T Ba. CM, " 
+ Bs, Ri + B. G.i T Cri : (1) 


where 


S,=the relative size of clients in 

market subsector i for time- 

frame; 

=the capital market status of 

clients in i during 7; 

R,,=the regulatory status of clients 
in i during 7; 

G,,=the relative growth of clients i in 
i during 7; and 

€,7a random error term, distrib- 
uted approximately normal 
with? 


CM, 


E(6:)=0, var(e;) =o" Ed 


Por tllo, 


and cov (&4€,/) ¢ for all ii'. 


Ha, implies 8,,—0 for j 21, 2, 3, 4. Sta- 
tistical tests of each of these subhypoth- 
eses flow from the assumptions made 
concerning En, i.e., t-tests are applied to 
the S, estimates resulting from weighted 
least-squares regressions,’ 


* See the Appendix for an example and discussion of 
this result. 

? This variance structure for e,, is consistent with inde- 
pendent binomial distributions for Ba and Rre 

? Weighted least-squares is preferred to OLS regres- 


' gion because of substantial differences in no and n, values 


across market subsectors (i). The assumption of approx- 
imate normality for e Is actually inappropriate, since Yy 
is bounded [0, 1]. Nonetheless, logit transformations of 
the Y,, variable produced (-statistics virtually identical to 
those reported in Section V.. 
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Test results reported in Section IV 
derive from the following dichotomies 
for independent variables: 


=1 if client f?s annual sales at 
the beginning of 7 exceed the 
sample median, and H other- 


wise; 
COM, zl if client f is publicly-held, 
and @ if otherwise; 
R,=1 if client f is in a regulated 
industry, and 9 otherwise;* and 
G,,=1 if client ^s average annual 
growth during 7 exceeds the 
sample median, and 9 other- 
wise. 
Thus, 16 (2*) market subsectors are iden- 
tified for empirical tests. 
A parallel model for testing Ho; can 
be posited as: 


Z= Fair Y, 494-348, 
T YaC M, it YR; T "at + Hr 2) 


where 

7' =the time-frame from 1973 to 1980; 
and 

7=the time-frame from 1965 to 1972. 


Ho, implies y,—0 for i=0, 1, 2, 3, 4. 
Assuming independence in sampling 
error between H: and Y,, statistical 
tests are once again derived from t-tests 
applied to weighted least-square esti- 
mates of the y parameters. In this case, 
tests of the significance of the constant 
term (Yo) are germane to the notion of a 
general audit market shift favoring the 
Big Eight during the 1970s. 

The **equilibrium" approach pursued 
in these tests is basically an alternative to 
empirical tests using net client move- 
ments to the Big Eight as a dependent 
variable [Danos and Eichenseher, 1982]. 
In the latter case, one would attempt to 
infer relative comparative advantages 
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from the magnitude of net client move- 


ments. 

We feel the equilibrium approach to 
be a superior method for two reasons. 
First, in drawing inferences as to com- 
parative Big Eight advantages, it over- 
comes the problem of differential imped- 
iments to auditor change over audit 
market subsectors or time-frames. Note, 


for example, that P,,,=.10 and P,,;=.05 


lead to the same Y,, value as P,,,;=.50 
and P,,,;=.25, whereas these two sets of 
auditor change parameters do not imply 
the same net client movement in 7. In 


short, net client movements are affected 


by both long-run equilibrium positions 
and the rate of adjustment to these posi- 
tions.? The current approach focuses on 
differences in apparent equilibrium posi- 
tions, in effect, controlling for differ- 
ences in rates of adjustment. 

Second, the equilibrium approach fur- 
ther allows for predictions of the long- 
run equilibrium, per se. This is not, at 
least directly, an outcome of the net 
client movement approach, but such 
direct predictions are of paramount 
interest to a wide range of parties inter- 
ested in predicting or affecting the long-. 
term dynamic structure of the USS. audit 
market. 

It should, however, be noted that the 
set and structure of independent vari- 
ables delineated above are not problem- 
free. Clearly other client variables such 
as geographical dispersion and capital 
structure may affect CPA-firm compar- 
ative advantages. In certain cases sales ` 
may be a poor surrogate for client size. 


4 Sample selection procedures insured stability in CM, 
and R, over time-frames (7). All sample firms that 
changed primary industry or capital status from 1964 to 


. 1980 were eliminated from consideration. 


5 Comparisons of net client movements across subsec- 
tors or time-frames are also biased by differences in 
beginning Big Eight market shares, particularly in 
periods of generalized movement to the Big Eight, 
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The effects of the specified client vari- 
ables on Big Eight comparative advan- 
tage may not be linearly additive. None- 
theless, we would argue that we have 
captured at least some of the most 
obvious determinants of auditor choice 
(Big Eight comparative advantage). 


Sample Selection 


The sampling strategy focuses on 
client industries as the basic units of 
observations, i.e., instead of sampling 
across clients independent of industry, 
specific client industries were selected 
and 100 percent enumeration was sought 
within chosen industries. Recent 


research [Eichenseher and Danos, 1981; 


Danos and Eichenseher, 1982] indicates 
probable differences in CPA-firm dis- 
tributions for client-industry submarkets 
in the overall U.S. market for audit ser- 
vices. 

Six three-digit SIC code client indus- 
tries were identified for analysis. Three 
objectives guided the selection of indus- 
tries: (1) the desire to explore a regulated 
versus unregulated dichotomy in market 
conditions; (2) the desire to obtain repre- 
sentative samples of both high and low 
auditor concentration conditions within 
both regulated and unregulated industry 
categories; and (3) the desire to maxi- 
mize the number of industries sampled 
given the dual constraints of a certain 
minimum number of industry observa- 
tions and limited research resources. 
Table 1 provides information regarding 
this sample. 

Standard and Poor's 7980 Register of 
Corporations provided the starting point 
for data collection, i.e., all non-subsidi- 
ary^ firms listed in this directory, with 
one of the above six primary SIC codes 
and information as to sales and auditor, 
were identified as the desired sample. 
Longitudinal tests required client-firm 
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information as of 1964 and 1972. There- 
fore, earlier editions of Standard and 
Poor's registers were consulted to obtain, 
this historical information. Also, brief 
questionnaires were sent to current client- 
firm officials requesting the prior infor- 
mation. Numbers in the Full Data 
column of Table 1 indicate firms in 
each industry for which full information 
about auditor, size (measured in sales), 
and capital market involvement (public 
vs. private) was obtained for each point 
in time (1964, 1972, and 1980). Overall, 
complete information was obtained for 
43 percent of the desired sample. 

Some features of the sampling process 
should be emphasized. First, as 
indicated, the sample was not randomly 
selected although an attempt was made 
to achieve representativeness along 
certain dimensions. Inferences from 
subsequent test results must, therefore, 
be viewed with caution. Industry group- 
ings underlying the sample selection 
process (three-digit SIC codes), while not 
free of potential problems, . generally 
conform to recent research approaches 
to audit submarket identifications. Sec- 
ond, it should be noted that Standard 
and Poor's corporate registers capture 
only firms with annual sales of at least 
one million dollars. Thus, the domain of 
inquiry for this research does not encom- 
pass the auditor selections by very small 
client firms, and no inferences regarding 
this portion of the overall market for 
audit services are made. 

Finally, the loss of sample observa- . 
tions resulting from the lack of client 
information for 1972 and 1964 may bias 
subsequent test results. In total, 391 
client firms identified in the sample 


6 Subsidiary firms were not considered due to the 
potential for other (parent) firms having a substantial 
impact on these firms' auditor selections. 
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TABLE 1 
LONGITUDINAL SAMPLE 


Three-digit 
Industries SIC Code - 
Regulated Industries: 
Trucking 421 
Electric Utilities 49] 
Fire, Marine, Casualty and 
Surety Insurance Carriers 633 
Total Regulated 
Unregulated Industries: 
Sugar and Related Product ° 
Producers 206 
Plumbing and Heating Manufacturers 343 
Electrical Goods Wholesalers 506 
Total Unregulated 
Total Sample 
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Number of Clients i 
1978 Auditor 
1980 Full Data Concentration 
Observations’ Observations Level (H) 
156 5 ` 112 
175 109 239 
95 34 kat 
426 196 
63 28 CO 296 
92 38 189 
109 37 084 
264 103 
690 299 


° Non-subsidiary firms listed in Standard and Poor’s 1980 Register of Corporations, with information given for 


sales and external auditors. - 
b As reported by Eichenseher [1980]. 


industries in 1980 were dropped from the 
analysis for one of four underlying rea- 
sons: (1) the firm was formed after 1964; 
(2) the firm existed in 1964 but was not 
audited by a CPA firm at that time; (3) 
the firm has existed and been audited 
continuously since 1964 but information 
as to sales and auditor could not be 
obtained from either Standard and 
Poor's or direct mail survey; or (4) full 
information was gathered on the firm, 
but it changed CM category (typically 
went public) from 1964 to 1980.’ Partial 
information from the 1980 S & P Regis- 
ter indicates that at least 38 1980 sample 
firms were formed after 1964. Further- 
more, returned (direct) surveys indicated 
that at least 52 1980 sample firms 
existing in 1964 were not audited at that 
time. 


The percentage of the other 287 elim- 
inated firms that actually existed in 1964 
and were audited from 1964 to 1980 
remains unknown. Presumably, some 
significant percentage of this group of 
firms is, in effect, eliminated due solely 
to incomplete information (reason 3 
listed above). Subsequent test results 
must, therefore, be viewed in light of this 
precisely undeterminable response bias.? 
However, the pattern of auditor selec- 
tions by this group of 287 firms in 1980 is 


7 Only 14 firms were eliminated due to CM category 
changes. i 

8 The response bias is probably more severe for pri- 
vately-held client firms. After elimination of firms which 
are known not to have existed or to have been contin- 
uously audited over the sample time-frame, 67 percent of 
publicly-held firms are included in the ‘‘full data” 
sample, compared to only 42 percent of privately-held 
firms. 
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TABLE 3 ` 
Cross-SECTIONAL TEST RESULTS 
Parameter T=1 (1965 to 1972 | +=2 (1973 to 1980) 
Bs (Constant) 4-.361** +.708%* 
(+2.28) (+5.94) 
B. (Size) +3088 +.045 
| | (+1.82) (+0.30) 
Ba (Capital market) +.147 — 001 
(+0.81) (—0.01) 
B; (Regulation) 179 +.212 
(—1.07) (+1.38) 
Pa (Growth) -  +.397** +.076 
(+2.42) (+0.49) 
R 665 806 
DF 9 6 
Fstat 4.46** 6.22** 
(t-statistic) 
* o 5.10 (two-tailed tests) 


** os 8 (two-tailed tests) 


virtually identical to the pattern exhib- 
ited by the 299 full data firms in 1980. 
IV. LONGITUDINAL TEST RESULTS 
Table 2 provides sample summary sta- 
tistics for the longitudinal sample. Three 
features of this table deserve comment 
before attention is shifted to formal tests 
regarding model parameters. Pret, in 
both time-frames, actual Big Eight net 
client gains appear in every line of Table 
2. Second, even given these gains, appar- 
ent Big Eight equilibrium positions still 


subsequently exceed obtained positions 


at the period end in most client environ- 
ments. Finally, the dimensions delin- 
eated in the table are far from indepen- 
dent. In particular, large clients are 
much more likely than small clients to be 
publicly-held. Strong positive relation- 
ships also appear in the 1973 to 1980 
time-frame between (1) growth and pub- 
licly-held capital market status, and (2) 
growth and operation in a regulated 


industry. Thus, the effects of individual 


client dimensions are better inferred 
from the following multivariate tests 
than from the broad comparisons avail- 
able in Table 2. 

Table 3 provides results of tests of 
generic hypothesis Ha, From auditor 
change data from 1965 to 1972, support 
is found for Big Eight comparative ad- 
vantages in auditing larger and growing 
client firms. While the overall model 
remains significant in the 1973 to 1980 
time-frame, no individual model variable 
attains statistical significance. This lack 
of individual variable significance may 
result. from more severe problems in 
multicollinearity in the latter period, 
particularly the stronger positive associa- 
tion between regulation and growth. At 
any rate, auditor change data from 1973 
to 1980 indicate uniformly high (at least 
70 percent) long-run Big Eight market 
share equilibrium in all identified market 
subsectors. 
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TABLE 4 
TESTS OF CHANGES IN Bic EIGHT EQUILIBRIUM 


Parameter Estimated Coefficient t-value 
Yo (Constant) +.136 +0.72 
y: (Size) —.229 ~ 1.04 
*ya (Capital market) — 051 —0.21 
ys (Regulation) + .826** +3.33 
y« (Growth) — .684** — 2.94 
R? 773 
DF 5 
F-stat 4.26* 


Sos, IO (two-tailed tests) 
** o «.05 (two-tailed tests) 


Table 4 provides the results of tests of 
generic hypothesis Hoz. Support for an 
upward shift in long-term Big Eight 
equilibrium position is found almost 
exclusively in the context of clients in 
regulated industries. The significant neg- 
ative coefficient for client growth in this 
model (44) parallels the loss of signifi- 
cance for 6, from r=1 and 7-2 as 
shown in Table 3. 

Taken in total, the results of longitu- 
dinal empirical tests call into question 
some popular notions concerning the 
U.S. audit market. While Big Eight CPA 
firms continue to have a higher market 
share position for larger client firms in 
1980 [Dopuch and Simunic, 1980], an 
examination of auditor changes over the 
previous 16 years indicates greater Big 
Eight advantages in auditing such clients 
only for the 1965 to 1972 period. Audi- 
tor change data, particularly from 1973 
to 1980, indicate a uniform long-term 
aggregate Big Eight equilibrium over all 
client types that appears substantially 
higher than that obtained by 1980. 
Except in the case of regulated indus- 
tries, underlying changes in technology 
(supply) and demand during the 1970s 
do not appear to have materially altered 
this long-term equilibrium Big Eight 
position. 


V. WITHIN Bic EIGHT ANALYSIS 


The preceding empirical results indi- 
cate, based on auditor change data in six 
client industries from 1965 to 1980, uni- 
formly high and perhaps increasing 
aggregate long-term Big Eight market 
share positions across time and audit 


-submarkets. Perhaps of greater interest 


are recent changes in market share posi- ` 
tions within this group of large CPA 
firms. As the Big Eight as a group 
increases its market share throughout 
the U.S. audit market, attention needs to 
be focused on within-group dynamics to 
address issues such as competitive pres- 
sures and scale opportunities. 

To this end, a more comprehensive 
client sample over a longer time-frame 
was drawn. Auditor identities listed in 
Standard and Poor’s Register of Corpo- 
rations for all U.S. firms in ten industries 
were obtained for four points in time: 


. 1950, 1960, 1970, and 1980. The industry 


categories employed generally conform 
to industry classifications employed by 
Standard and Poor's and are typically 
broader than the three-digit SIC code cat- 
egories listed in Table 1. Table 5 lists these 
industries and provides information 
about the obtained samples. 

Several features of these samples 
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TABLE 5 
COMPREHENSIVE SAMPLES 


1950 
Big 
SIC Eight 
Industry Codes N Percent 
Apparel 23X 222 20.3 
Automotive 371 315 492 
Electrical Equipment 36X 250 47.6 
l (except 
363, 366) 
Industrial Machinery . 356 377 448 
Oil and Gas* 131,291 2233 47.5 
Paper Products 26X 261 36.8 
Printing and Publishing 27X 263 26.6 
Railroads* 40X 87 60.9 
Utilities* 491,492, 472 71.0 
493 

Trade SXX 386 — 37.6 
Overall 2,856 45.3 





645 
1960 1970 1980 
Big Big Big 
Eight Eight Eight 
N Percent N Percent N Percent 
248 210 234 31.6 732 298 
318 55.7 124 633 292 62.0 
322 50.9 414 58.0 938 52.5 
482 554 154 70.8 409 601 
228 69.3 140 81.4 322 3732. 
282 46.5 258 58.9 577 51,1 
322 314 366 50.0 1,153 47.2 
67 76.1 40 90.0 100 89.0 
389 83.0 259 88.0 447 765 
389 473 95 $518 3118 483 
3,047 2,914 60.1 8,098 513 


52.8 





* Deemed to be regulated industries in subsequent analysis. 


require consideration. First, given no or 
incomplete information, particularly in 


the earlier data sources, no attempt was- 
made to identify several client character- 


istics discussed in Section I. In particu- 
lar, client growth and capital market 
activity are ignored, as is size except for 
an extension described below related 
only to the 1980 sample. Second, the 
sample does not capture all auditor/ 
client relationships in the targeted indus- 
tries. Particularly in the earlier data 
sources, many corporate auditor identi- 
ties are not provided.’ Finally, certain 
problems in sample comparability across 
time exist. Clearly, the 1980 sample is 
drawn from a base 1980 Standard and 
Poor’s population substantially different 
for the earlier base populations. In 
general, throughout the 30-year period 
from 1950 to 1980, Standard and Poor’s 
has captured firms with revenues at 
least equal to one million dollars. 


Given growth in the U.S. economy and 
non-trivial inflation, listings by this 
source have increased three-fold from 
1950-1980. Thus, the 1980 sample con- 
tains a much higher percentage of small 
client firms than earlier samples. The 
decline in overall Big Eight percentage 
from 1970 to 1980 must be considered in 
the light of both this fact and the changes 
in industry weightings from 1970 to 
1980. 

Table 6 provides four-firm within-Big 
Eight sample. concentration ratios (i.e., 
the percentage of sample Big Eight 
clients audited by the four most active 
Big Eight firms) in each of the sample 
industries at the four points in time. 

At least in terms of client percentages, 
Table 6 indicates a general leveling-out 


* Auditor identities are missing for approximately 40 
percent of firms listed in Standard and Poor's in 1950. 
This figure declines to less than 20 percent for the 1980. 
edition.  - MOD ] 
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TABLE 6 l 
Wira Bic Erout FOUR-FIRM SELLER CONCENTRATION RATIOS ACROSS INDUSTRIES AND TIME 


Industry = 1950 1960 
Unregulated: l 
Apparel | .733 -750 
Automotive - 261 757 
Electrical Equipment 681 671 
Industrial Machinery (4.775 697 
Paper Products -740 .679 
Printing & Publishing 814 ` 743 
Trade |^ 32 kuk 
Average Unregulated 751 kaf: 
Regulated: 
Oil & Gas 689 690 
Public Utilities .904 824 
Railroads 714 .863 
Average Regulated .189 -792 
Overall Average «762 .739 


of within-Big Eight market shares over 
the past 30 years. In particular, the per- 
centage of sample Big Eight clients 
audited by the four Big Eight firms with 
the most (sample) clients decreased in 
each of the seven unregulated industries 
from 1950 to 1980.'? This leveling-out 
effect appears much less obvious in regu- 
lated industries, supporting the notion 
that scale effects still serve to differen- 
tiate among Big Eight firms in the regu- 
lated client environment. : 

These results must, however, be 
viewed with caution, for the relative 
client losses by the top four firms 
apparent in Table 6 may be offset by 
movements of larger client firms to these 
industry leaders. Higher measures of 
within-Big Eight auditor concentration 
than indicated in Table 6 might result 
if clients were adequately weighted 





Change 
Time 1950 
to 
1970 1990 1980 
649 702 - .031 
633 .552 ~ .209 
.646 ,624 — 057 
.633 654 -— 121 
671 651 ~ 089 
.667 562 — 252 
,583 624 baa 128 
640 624 20227 
4675 704 +,015 
842 825 — 079 
861 831 4.057 
.793 787 ~ .002 
686 673 


according to audit fees. To at least 
partially mitigate potential client size 
biases, the 1980 sample was split into 
clients with more and less than ten 
million dollars in reported revenues for 
1980. Table 7 provides a separate 


analysis for each client group. 


Three points bear mentioning. First, 
the “large” sample for 1980 offers a 
better comparison with the 1950 sample 
given the S&P population expansion dis- 
cussed above. Thus, the ‘‘large’’ 1980 67 
percent Big Eight client figure (Table 7) 
should be contrasted to the 45.3 percent 


The four leading Big Eight firms were identified 
separately for each industry at each point in time. 
Within-industry ranks for Big Eight firms remained rela- 
tively constant over the 30-year period—the mean 
(Spearman) rank correlation coefficient between 1950 
and 1980 positions was +.56 across our ten: sample 
industries, 
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TABLE 7 
SUBGROUPS OF THE 1980 SAMPLE 
Smaller Clients Larger Clients 
Client firms with Annual Client firms with Annual 
Revenues « $10M Revenues z 310M 
Within- Within- 
Big Eight Big Eight 
Big Eight Auditor Big Eight Auditor 
Industry N Percent CR4 N Percent CR4 
Unregulated: 
Apparel 491 20.8 686 241 48.3 709 
Automotive 133 43.6 655 159 71.4 .593 
Electrical Equipment 602 41.7 606 336 71.7 643 
Industrial Machinery 258 50.0 643 151 71.5 667 
Paper Products 343 38.2 679 234 70.2 648 
Printing & Publishing 836 36.4 572 317 75.9 .603 
Trade 1,277 34.5 646 1,841 57.8 623 
Average Unregulated 37.9 641 72.7 641 
Regulated: | | 
Oil & Gas 158 53.2 T4 174 91.4 .667 
Public Utilities 114 42.1 771 333 88.3 833 
Railroads Si 82.4 833 49 95.9 896 
Average Regulated 59.2 793 91.9 -799 
Total Sample 4,263 37.3 3,835 67.0 
Overall Average 687 688 


overall Big Eight client percentage in 


1950 (Table 5) in gauging overall Big — 


Eight growth from 1950 to 1980. 
Second, the virtually identical results. 
for within-Big Eight four-firm concen- 
tration measures (CR4) across client size 
groups in 1980 indicate that the trends in 
Table 6 are not an artifact of the expan- 
sion of the S&P sample from 1950 to 
1980. The '*large" sample results for 
within-Big Eight concentration levels in 
1980 still indicate lower levels than 
those observed in the 1950 sample. Addi- 
tionally, high rank-order correlations 
between “‘large’? and *''small sample 
Big Eight CPA firm ranks in each indus- 


try (mean r,= +.60) support the notion 
that within-Big Eight client distributions 
in an industry are largely independent of 
client size. Thus, the concentration mea- 
sures reported in Table 6 may approach 
*'true? measures, based on audit fees, 
which are highly correlated with client 
size [Simunic, 1980].?! 

Finally, a size effect more striking 


n Note that client distributions independent of size 
within each industry do not imply overall client distri- 
butions independent of size. CPA-firm industry special- 
ties need not be independent of the average size of client 
firms in each industry and, indeed, Harris [1981] 
CON client size differentials for Big Eight CPA 

irms. 


D 
a 
P n 


than that pointed to in earlier -research 
[Dopuch and Simunic, 1980] is evident in 
Table 7. Big Eight clients account for 67 
percent of our large firm sample in 1980, 
but only 37 percent of the small firm 
sample. While this differential is affected 
both by size and other factors correlated 


with size (regulation and public trading ` 


of securities), it does point to fundamen- 
tal differences in market structure if the 
audit market is partitioned based on 
buyer (client) size. Given the results of 
Section IV (Table 3), it can be argued 
. that these differences center on the (ad- 
justment) process by which Big Eight 
comparative advantages are worked out 
in the marketplace, rather than greater 
Big Eight advantages in auditing large 
client firms. 


VI. CONCLUDING REMARKS 
This study has examined changes in 


"Big Eight market share positions from 


two points of view: (1) by tracking 
auditor changes of a longitudinal sample 
of 299 client firms from 1965 to 1980; 
and (2) by observing Big Eight client per- 


centages in a larger but varying sample 


of U.S. corporations every ten years 
from 1950 to 1980. 

Results of the first empirical approach 
provide support for a long-term adjust- 
ment to fairly high levels of aggregate 
Big Eight market shares in all audit sub- 


concentration are not obvious. 
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markets. The second approach, on the 
other hand, indicates increasing compet- . 
itive pressures among Big Eight firms, 
while evidence of substantial scale econ- 


- omies appears in the regulated client 


environment. 
Taken in total, these results imply 
countervailing trends towards concentra- 


tion in the U.S. audit market. While . 


large CPA firms in general may come to 
dominate most segments of this market, 
limits on concentration in any given mar- 
ket segment appear as large firms com- - 
pete with each other. Thus, the evolution 
of the Big Eight can be viewed as either 
pro- or anti-competitive. Whatever the 
case may be, linkages between increasing 
Big Eight shares and recent public policy 
deliberations (GAAP or GAAS develop- 
ment) is far from obvious. A caveat to 
this general scenario must be borne in 
mind. For regulated client industries, 
evidence as to increasing competition 
among large CPA firms is lacking. Pre- 
sumably, the scale opportunities in 
such environments confer competitive 
advantages on a small subset of large 
firms. In this context, limits to auditor 
How- 
ever, such concentration flows from 
client regulation and any policy prescrip- 
tions to reduce this concentration may 
prove inefficient, 


APPENDIX 
This appendix illustrates by numerical example ihi convergence of Big Eight 


— haré to the 





PP. 


ratio (Section IIT), given stability in the gain and loss 


— P. and P,,, over time, 7. Assume, for simplicity’s sake, that no + ns =4,- 
Le, a total market of four clients to be divided between large and small audit firms. 
Table 8 tracks the future distribution of ms, conditioned on the original large firm 
position (749) and varying levels for stable P, and P; parameters: 
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TABLE 8 
FUTURE Bic EIGHT POSITIONS 
Assumed Parameters Expected Value of ny at: 

Neo P, P, r=] res? ga? ged ge? 
0 2 l 0.80 1.36 1.75 2.03 2.22 
0 4 2 1.60 2.24 2.50 2.60 2.64 
0 8 A 3.20 2.56 2.69 2.66 2.67 
l 2 ll . 1.50 1.85 2.09 2.27 2.39 
] A 2 2.00 . 2.40 2.56 2.62 2.65 
1 A 4 3.00 2.60 2.68 2.66 2.67 
2 »À -l 2.20 2.34 2.44 2.51 2.56 
2 A ki 2.40 2.56 2.62 2.65 2.66 
2 A A 2.80 2.64 2.67 . 2.67 2.67 
3 2 A 2.90 2.83 - 2.78 2.75 2.72 
3 4 2 2.80 2.72 2.69 2.68 2.67 
3 8 ` A 2.60 2.68 2.66 2.67 2.67 
4 2 -l 3.60 3.32 3.12 2.99 2.89 
4 4 2 3.20 2.88 2.75 2.70 2.68 
4 8 4 2.40 2.72 2.66 2.67 2.67 


The expected future values of ns, computed from repeated application of binomial 
random variables n, and Hr converge on 2.67 in all cases. This 2.67 value for Ha, iS 


also the ?; Big Eight market x implied by the ————— ratio in all cases. More gen- 


P, 
PtP 
erally, it can be shown analytically that, in the limit (as 7— œ): 

P, | | 
ARES 


viai N —the total number of clients available in a given market (subsector). 
Or, m— | 


Rar™ Re [N, 


limit E(MS;) 2 ———— 
TO ; I= KE 


where MS — Big Eight market share. 
Note two properties of this condition. First, the speed of — in the market to 


SE increases, in general, with increases in the (Pt Pr) value, i Lë, more fre- - 
8 & 


quent auditor change implies a quicker adjustment to (presumably stable) underlying 
conditions of comparative advantages of CPA firms. Second, the PE of 
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P, 
MS on ———— SLP ~ relies, in fact, only on the relative stability of the P, and P, param- 
L 


eters. If 
Po = QP, 
and 
Pr: =Q, Pr, , 
the above result still holds, although the stream of a, parameters does affect the speed 


f convergence of MS on ———— 
of convergence o Ke 


REFERENCES 


Arnett, H. E., and P. Danos, CPA Firm Viability (The University of Michigan, 1979). 
Benston, G., "The Market for Public Accounting Services: Demand, Supply and Regulations," The 
Accounting Journal (Winter 1979-80), pp. 2-47. 
Bernstein, P. W., “Competition Comes to Accounting,” Fortune (July 17, 1978), pp. 88-92, 94, 96. 
Danos, P., and J. W. Eichenseher, **Audit Industry Dynamics: Factors Affecting Changes in Client- ` 
Industry Market Shares," Journal of Accounting Research (Autumn 1982, Part ID), pp. 604-616. 
DeAngelo, L. E., ‘Auditor Independence, ‘Low Balling’ and Disclosure Regulation," Journal of 
Accounting and Economics (August 19812), pp. 113-127. 
, ‘Auditor Size and Audit Quality," Journal of Accounting and Economics (December 1981b), pp. 
183-199. 
Dopuch, N., and D. Simunic, “The Nature of Competition in the Accounting Profession," in Regulation 
and the Accounting Profession, edited by J. W. Buckly and J. F. Weston (Lifetime Learning, 1980, pp. 
71-94). 
Eichenseher, J. W., **Concentration in the Market for Audit Services: An Analysis Across Client Industry 
Submarkets,"' Unpublished doctoral dissertation (The University of Michigan, 1980). 
, and P. Danos, **The Analysis of Industry-Specific Auditor Concentration: Towards : an Explana- 
tory Model," THE ACCOUNTING REVIEW (July 1981), pp. 479-492. 
Harris, S. P., Who Audits America (Data Financial Press, 1981). 
Hepp, G. W., and T. W. McRae, '**Accounting Standards Overload: Relief is Needed," Journal of Ac- 
countancy (May 1982), pp. 52-62. 
Standard and Poor's Register of Corporations, Directors and Executives, Volume 1 (New York, 1980, 
1972, 1970, 1964, 1960, and 1950). 
Simunic, D. A., ‘“The Pricing of Audit Services: Theory and Evidence," Journal of EE Research 
(Spring 1980), pp. 161-190. 








THE ACCOUNTING REVIEW 
Vol. LXI, No. 4 
October 1986 


Measurement of Financial Leverage 
in the Presence of Unfunded 
Pension Obligations 
Dan S. Dhaliwal 


ABSTRACT: This study examines empirically whether unfunded vested pension obligations 
that are not recorded in corporate balance sheets are viewed as a form of debt by the capital 
market participants when assessing firm risk. This is accomplished by using a model developed 
by Hamada [1972] which relates the systematic risk of a firm to its financial risk and business 
risk. The explanatory power of the model is improved when unfunded vested pension liabilities 
are included in the measurement of financial leverage. Furthermore, the effect of unfunded 
vested pension liabilities on market-perceived risk of the firm is not significantly (statistically) 
different from that of debt and other liabilities. 


NE Of the most important issues 
in accounting today relates to 
accounting for pension liabilities. * 

Issues to be resolved include whether 
there is an unrecorded liability for pen- 
sions under existing generally accepted 
accounting principles. If there is an unre- 
corded liability, what part of the pension 
obligation not currently recognized as a 
liability should be included on the bal- 
ance sheet of the employer? 

Whether unfunded pension liabilities 
are the liabilities of the employer is a 
controversial issue. Some argue that the 
pension liability is too uncertain and too 
difficult to measure because several 
future events must be estimated to com- 
pute the amount of the liability and these 
estimates will change over time. There- 
fore, the pension liability should be 
excluded from the balance sheet. On the 
other hand, problems involved in form- 
ing estimates and projections are not 
unique to pensions. Accounting involves 
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many estimates. Preparation of Reserve 
Recognition Accounting (RRA) data, 


! Since February 1981, the FASB has issued two Dis- 
cussion Memoranda [FASB 1981; 1983], a document 
entitled ‘‘Preliminary Views” [1982], two Exposure 
Drafts [1985 a,b] and SFAS No. 87 [1985c] and SAFS 
No. 88 [1985d] in connection with issues related to 
employers accounting for pensions and other post- 
employment benefits. 
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Lane Daley, Bruce Johnson, Robert Korajczyk, Robert 
McDonald, Eric Noreen, Gerald Salamon, and partici- 
pants of an accounting workshop at Oklahoma State 
University, especially James Boatsman and James Groff. 
Part of this research was conducted while I was a Visiting 
Professor of Accounting and Information Systems at 
Northwestern University during 1985-86. 


Dan S. Dhaliwal is Professor of Ac- 
counting, The University of Arizona. . 
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for example, involves making estimates 
of future events that appear no less un- 
certain than those involved in comput- 
ing the pension liability. Yet firms have 
been preparing RRA data since 1978. 
Not only have firms been producing 
these data, but Bell [1983] found stock 
market reactions to the release of this 
information. Further, Bell, Boatsman, 
and Dhaliwal [1985] present empirical 
evidence that market participants per- 
ceive RRA data as no less informative 
than historical cost earnings numbers. 

Furthermore, the relevance of the pen- 
sion liability information may be suffi- 
cient to compensate for lack of preci- 
sion. FASB Statement of Concepts No. 2 
[FASB, 19802] suggests that some trade- 
off may exist between the degree of reli- 
ability. and relevancy of information. 
ASOBAT [AAA, 1966] listed relevancy 
as a primary goal in standard setting, 
and FASB Statement of Concepts No. 2 
mentions it as a desirable characteristic 
of financial disclosure. These views 
suggest that an imperfect estimate of 
pension obligations might be a more use- 
ful measure of the pension liability than 
not recognizing the liability. 

Various additional pro and con argu- 
ments regarding the nature of unfunded 
pension liabilities appear in the account- 
ing literature. Lucas and Hollowell 
[1981] present a good summary of these 
arguments. 

If unfunded vested pension obligations 


of a firm constitute a liability, one would 


expect that, in an efficient capital market, 
this liability would affect the market 
value and the market-perceived risk of the 
firm in the same manner as debt and 
other liabilities. This study empirically 
examines whether capital market partici- 
pants regard the unfunded vested benefits 
under a defined benefit pension plan, a 
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component of unrecorded pension liabil- 
ity, as equivalent to debt. Specifically, the 
effect of unfunded vested pension obliga- 
tions on market-perceived risk of the firm 
is investigated.? 

The remainder of this paper is orga- 
nized as follows. The next section pre- 
sents the model to be used to empirically 
examine the debt equivalency of un- 
funded pension obligations. Then the 
test hypotheses, sample selection, 
research method, and results are pre- 
sented. The final section presents con- 
cluding remarks. 


MARKET RISK AND DEBT OF A FIRM 


Within the context of capital asset 
pricing theory, systematic risk, 8, is the 
relevant measure of market risk. It is 
defined as follows: 


Cov(R,, RA 


Var(R.) ' HI 


where 


R,=one period return on firm i's 
common stock, and | 

R,,=one period return on market 
portfolio. 


"Hamada [1972] relates this systematic 
risk of a firm to its financial risk and 
business (or operating) risk. Incorpora- 
tion of corporate taxes into Hamada's 
model leads to the following relationship 
presented in Rubinstein [1973, p. 178]: 


&-8.ü-7)D/El] D 


? Since 1974, the Employee Retirement Security Act 
(ERISA) rules mandate that all private pensions provide 
vesting of any employee who meets certain conditions of 
age and/or years of service. Vested benefits are the bene- 
fits to which the employee is entitled even if he subse- 
quently leaves the company before retirement age. 
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where 
7,-the firm's iie tax rate, 


D, 
— =the firm's debt to equity ratio, 
t and | 


Ba=the firm's operating risk. 


Operating risk, B. is the systematic 
risk that would be associated with firm i 
if the firm had no debt in its capital 
structure and hence no financial risk. 
Operating risk arises from the risk inher- 
ent in the investment and production 
decisions of the firm, and equation (2) 
shows how this component of risk inter- 


acts with the firm's financial leverage. to 


determine systematic risk. 
Each determinant of market risk in 


equation (2) is measurable except for the ` 


operating risk variable, BA Bowman 
[1979] has shown that under the appro- 
priate conditions, accounting beta, 
which is expressed as the covariability of 
a firm's accounting earnings before 
interest and taxes with the accounting 
earnings of the market portfolio, can 
surrogate for the business risk of an 
unlevered firm. He shows that account- 
ing beta, Ban of a firm is related to its 
a risk as follows: 


ba Ban m | (3) 


where B4, Cov(X,, Xm)/ Var(X..), m 
denotes the market portfolio, and X is 
accounting earnings. Thus, accounting 
beta based on accounting earnings 
before interest and taxes is an obvious 
surrogate for operating risk.* Substitut- 
ing accounting beta, Ban for operating 
risk, Bon model (2) becomes 


"XN | D, 
Biz BA[1-- (1 "le (2^) 
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Empirical evidence indicates that 
market risk, 8; is related to other vari- 
ables such as earnings variability, divi- 
dends, and size [Beaver, Kettler and 
Scholes, 1970]. However, Bowman 
[1979] shows that there is no theoretical 
relationship between these variables and 
market risk if one uses the assumptions 


. of the capital asset pricing model and 


assumes that firms can borrow and lend 
at a risk-free interest rate. 

Model (2^) is used in this study to 
examine whether capital market partici- 
pants view unfunded vested pension 
obligations as corporate debt when they 
assess firm market risk. In this model, 
financial leverage is one determinant of 
market risk; if unfunded vested pension 
liabilities are viewed as debt, they should 
be included in the measurement of finan- 
cial leverage. That is, inclusion of 
unfunded pension liabilities in the mea- 
surement of financial leverage should 
result in an increase in the explanatory 
power of the above model. | 

It is possible that unfunded pension 
obligations are considered a form of 
debt that is not strictly equivalent to 
other forms of debt. In this case, a dollar 
of pension liabilities may affect the sys- 
tematic risk of the firm differently than a 
dollar of conventional debt. - 

The following regression was run to 
determine whether unfunded vested pen- 
sion liabilities are considered a form of 
corporate debt and, if so, whether they 
are considered equivalent to debt. 


? Lev [1974] suggests the ratio of fixed cost to variable 
cost per unit as another candidate for a measure of aper- 
ating risk, whereas Subrahmanyam and Thomadakis 
[1980] present the ratio of capital to labor of the firm asa 
measure of operating risk. However, the measurement of 
either one of these variables presents a serious problem. 
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"s D, D, 
B;- bo + bi Ba: + b2Ba(l E i) (CE ) + b:ßa:(1 -T 1) (As) tt, (4) 
i i f 
where | 
D D, D 
B LP 


( E” 
and other variables are as defined earlier. 

In essence, model (4) is an operation- 
alization of model (2^) with an added 
term to include unfunded vested pension 
liabilities as a form of debt. 

There is a key difference between debt 
and the pension obligation. Contribu- 
tions made by a firm to discharge its pen- 
sion obligations are tax-deductible, 


whereas the principal repayment of debt 


is not tax-deductible. Only the interest 
expense related to debt is tax-deductible. 
Therefore, as noted by Daley [1984], 
among others, (1—7,;) times the un- 
funded vested pension obligation is an 
appropriate measure of the debt equiv- 
alence of firm Ce unfunded vested pen- 
sion obligations. ' 

If unfunded vested pension liabilities 
are viewed as a form of debt by the capi- 
tal market participants, the coefficient b3 
in model (4) should be positive and 
statistically significant. Further, if these 
liabilities affect the market-perceived 
risk of the firm in the same manner as 
debt and other liabilities, then b; should 
be equal to b2. 


SAMPLE SELECTION 


To select a sample, firms with Decem- 
ber 31 fiscal year-end were identified 
from a list of companies whose 10-Ks are 
available in our library.^ From this list, a 
firm was randomly selected and its aver- 

age debt (total liabilities) to equity ratio 


D.  _D,+(1—7,)(Unfunded vested pension liabilities) 
—(1—7,)(Unfunded vested pension liabilities) 


over the years 1976 through 1979 was 


computed. 5 The book value of debt was 
used in this calculation, whereas the 
market value of equity was used. Then, ` 
from the pension footnote in the firm's 
10-K, the amount of unfunded vested 
pension benefits at the balance sheet date 
for each of the years 1976-1979 was 
determined. The amount of unfunded 
vested pension liability at the balance 
Sheet date was multiplied by one minus 
the average effective tax rate of the firm | 
over the years 1976 through 1979. Here- 
after, this product is referred to as the 
tax-adjusted unfunded vested pension 
liability (TUVPL). Two alternative tax 
rates to be described later also were used 
for computing TUVPL. The debt to 
equity ratio of the firm at the date of 
each of the four balance sheets was 
recomputed after adding TUVPL to the 
total liabilities and subtracting it from 
the equity reported on the balance sheet. 
This recomputed measure of debt to 
equity is the adjusted (for unfunded 
vested pension liabilities) debt to equity 


“The December 31 year-end restriction should 
increase the chances that actuarial assumptions were 
made in the same year. 

* Selection of the time period of this study, years 1976- 
1979, was basically arbitrary. By 1976, a large number of 
firms were disclosing pension information in their 10-Ks. 
This period was considered long enough to provide 
enough observations for the estimation of market risk, 
and GH enough to assume stationarity of pota over this 
perio 
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TABLE | 
INDUSTRY REPRESENTATION OF THE SAMPLE 
Number Number 
Industry of Firms Industry of Firms 

Aerospace ] Machine Tools 2 
Aluminum 2 Machinery—Construction 1 
Auto Parts & Accessories 2 — Industrial l 
Auto Trucks 2 — Specialty 2 
Cement 2 —Steam Generating 1 
Chemicals 1 Motor Vehicles 2 
Conglomerates 1 Paper 2 
Containers—Metal & Glass 3 Plastic Products 2 
Cosmetics 1 Railroad Equipment 1 
Electric & Elec. Leader 1 Refractories 2 
Elec. Industrial Controls i Rolling & Drawing 

Engineering Lab. & Res. Eq. 1 Non-Ferrous Metals 3 
Fabricated Metal Products 1 Steel 8 
Fabricated Rubber Products 1 Tire & Rubber Goods — 4 
Hardware 2 2 


ratio, (ab described earlier. A 
i . 


firm was included in the study sample if 
‘its average adjusted debt-equity ratio 
over the years 1976 through 1979 was 
greater than 110 percent of the unad- 
justed average debt-equity ratio over the 
same period. Thus, a firm was included 
in the sample only if it had material 
unfunded vested pension liabilities over 
the period of the study. The sample se- 
lection process was continued until a 
sample of 55 such firms was obtained. 

It is important from a research design 
point of view to focus on firms with sub- 
stantial amounts of unfunded pension 
liabilities. This restriction enhances the 
chances of observing a relationship be- 
tween systematic risk and unfunded pen- 
sion liabilities if the relationship exists. 
Further, a sample of 55 firms was con- 
sidered adequate given the number of 
independent variables in the model used 
in the study. Industry classification of 
this sample is presented in Table 1. 


Tobacco-Cigarette Mfg. 


TEST HYPOTHESES AND RESULTS 


As mentioned previously, regression 
model (4) was used to address whether 
unfunded vested pension liabilities of a 
firm affect the market-perceived risk of 
the firm in the same manner as debt and 
other liabilities. 

The coefficient b, in model (4) is pre- 
dicted to be positive and statistically sig- 
nificant if unfunded vested pension lia- 
bilities are viewed as a form of debt by 
capital market participants. Further, if 
these liabilities affect the market- 
perceived risk of the firm in the same 
manner as debt and other liabilities, the 
model predicts that b, will be equal to b2. 


Measurement of Variables 


B: The dependent variable, 8; in 
model (4) was measured by using the fol- 
lowing market model which assumes that 
security returns follow a multivariate 
normal distribution: 


R =Q + BiB m F Pity (5) 
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TABLE 2 
DESCRIPTIVE STATISTICS—-INDEPENDENT VARIABLES 
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Variable Mean 
D/E . 1.11 
(D/E), 1.36 
Bu 0.93 
Tu E 0.34 
Ta 0.36 

where 


R,,=rate ‘of return of security i over 

. month f, 

R,,.—rate of return on the market 
portfolio over month t, 
Standard and Poor's 500 firms 
were used as market index, — - 

B;=Cov (Ris Ryuw)/V ar( Rs), the 
market risk of firm i, and 

y, — disturbance terni of security i in 
month €, E(»,,)=0. 

B, for each firm was estimated by run- 


ning a least-squares regression of equa- 


tion (5) using monthly returns for Janu- 
ary 1976 through December 1979. 
Monthly return data were obtained from 
the tapes constructed by the Center for 
Research in Security Prices (CRSP). 


B4: To compute accounting beta, Ban 


the accounting return of firm / in period 
f, AR;,, was defined as follows: 


Firm fe period t income before 
interest and tax expense 


Total assets of firm i at the 
beginning of period t 


The accounting return for the market 
portfolio (S&P 400), AR was similarly 
computed. Accounting beta, Ban was 
measured by Cov(AR,,AR,,)/Var 
(AR,,,) over the 20-year period ending 
December 31, 1983.5 

T; Three different measures of the 


AR, 


Standard 

Deviation Range ` 
1.03 ,0.13- 5.86 
1.33 0.19-20.21 
1.07 0.22- 3.14 
0.51 0.13- .47 
0.47 . 0.11- 0.46 


effective tax rate were used in this study. 


The first measure, Ta, was the effective 
tax rate reported in a firm's 10-K report. 
Since SEC Accounting Series Release 
No. 149 requires reconciliation between 
effective and statutory federal corporate 
income tax rates, the effective tax rate 
for almost all firms was available in the 
10-K and annual reports. Sometimes a 
firm gave only a verbal explanation for 
the difference between effective and stat- 
utory tax rates. In such a case, a firm's ` 
effective tax rate, Zu, for a given year 
was computed as follows: 


Income tax expense excluding 
changes in deferred taxes 


Pretax income 





Ta >= 


Data for the above computation were 


obtained from the firm's income state- 
ment and balance sheet. | 
The second measure of the effective 


* Ban as measured here, is a crude measure of the 
operating risk of the firm during the period of this study. 
First, there is an implicit assumption that the operating 
risk of the firm was constant during the 20-year estima- 
tion period. Second, it is assumed that production/ 
investment activities of the firm are not affected by the 
existence of debt in its capital structure. To the extent 
that either or both of these assumptions do not hold, the 
Ba can be viewed only as an approximate measure of the 
operating risk of the firm. 

In an earlier version of the paper, 84, was measured 
Over a ten-year period. The results obtained using that 
nur did not differ significantly from those reported 

ere, 
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. TABLE 3 
CORRELATION MATRIX OF INDEPENDENT VARIABLES IN MODEL (4) 


Ba 
Bu 1 
B. SE 537 
BA — Ta) AP: 496 
E, 


tax rate, 75, was defined as the total tax 
expenses divided by pre-tax income. In 
addition to using the above two mea- 
sures of the effective tax rate, an attempt 
was made to estimate the marginal tax 
rate. However, because of problems 
associated with obtaining data to com- 
pute marginal tax rates, we assumed that 
marginal tax rates were equal to the 
maximum federal tax rate in each year. 
Under this assumption, every firm's 
marginal tax rate was the same. Hence, 
the regression was run without the factor 
(1 — 7;) in equation (4). 


5 | | 
XL the debt to equity ratio of the 
i 


firm, was measured as the average total 
liabilities to equity ratio over the years 
1976 through 1979. The book value of 
debt was used in this calculation whereas 
the market value of equity was used. 


| (A) was defined as the difference 
i 


between the adjusted (for unfunded 
vested pension liabilities) debt to equity 


ratio, Li A, and M Measurement 


Bal Bléie 


A22 e i 


of Gi A is described in the sample 
i 


selection section. 

Table 2 presents descriptive statistics 
on the sample values of the independent 
variables. 

If there is multicollinearity between 
the independent variables, it is difficult 
to interpret the coefficient b3 in model 
(4). The correlation matrix of the inde- 
pendent variables in model (4) for the 
sample firms is presented in Table 3. The 
Tx measure of the tax rate was used in 
computing this correlation matrix. Coef- 
ficients of correlation range from 0.422 
to 0.537. Comparable correlation coeffi- 
cients were determined by using 7,2 and 
Ta measures of the tax rate. 

According to Judge et al. [1980, p. 
459], a rule of thumb for a serious multi- 
collinearity problem is when the correla- 
tions among independent variables are 
higher than 0.8. This criterion implies 
that multicollinearity is not likely to pre- | 
sent a serious problem in interpreting the 
coefficients of regression (4). To the 
extent multicollinearity is a problem, the 
result of this test cannot be interpreted 


unambiguously. 
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TABLE 4 
RESULT OF REGRESSION ANALYSIS OF EQUATION (4) 
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Tax Rate Do b. 
^ fg | 0.551 0.132 
— (4.19) . (1.81) 
Ta 0.891 0.160 
(4.13) (1.77) 
7a .591 0.151 

| (4.31) 


(1.78) 


. [statistics are shown in parentheses. 


RESULTS 


Results.of regression analysis using 
equation (4) and three different tax rate 
measures are presented in Table A In all 
three models, the sign of the coefficient 
b; is positive and the coefficient is statis- 
tically significant at the .05 level. These 
results are consistent with the view that 
market participants regard the unfunded 
. pension liabilities as a form of debt. 

Further, the null hypothesis that 
bi—b; was tested against the alternative 
that b; b;. This was accomplished by 
examining whether the inclusion of the 
restriction 5b; — b, in model (4) results in a 
significant reduction in the explanatory 
power of the model. First, the error sum 
of squares for the full model (4), 
SSE(F), was obtained. Next, the error 
sum of squares of the following re- 
stricted model, SSE(R), was obtained: 


B; bot bau bia, 
| D, D, 
(1 OE ae te 
Using SSE(R) and SSE(F) and the cor- 


responding degrees of freedom, the fol- 
lowing test statistic was computed: 


Coefficients 
Adjusted 
b b, R? 
0.294 0.271 0.27 
(1.99) (1.79) 
0.241 0.227 0.24 
(1.86) (1.91) 
0.488 0.446 0.20 
(2.00) (1.66) 


J SSE(R)-SSE(F) | SSE(F) 





~ (n-3)-(N-4) | n-4 
where n 2 number of observations (55 in 
this study). 


Under the null hypothesis that b2 = b, 
the test statistic F* follows the F(1, n —4) 
distribution. The null hypothesis, bh, 
bs, could not be rejected at any reason- 
able level of significance in any of the 
three versions of model (4). This finding 
implies that market participants regard 
unfunded vested pension liabilities as 
similar to debt and other liabilities in 
assessing a firm’s systematic risk. 

In an effort to reduce the impact of 
multicollinearity reported in Table 3 and 
to use a more parsimonious model, the 
following modified version of model (4) 
was used to repeat the above analysis: 


. D, 
B; bit biBA T A0 "le 
i 


(4a) 


Note that the model specified in equa- 
tion (4) predicts b, to be equal to ba. 
Thus, model (4a) is consistent with 
model (4) because it simply replaces b, 


D 
T b18,(1—7)A——- tc, 
E, 
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and b: by bi. However, the rearranged 
independent variables are not likely to be 
as highly correlated as in model (4). 


The coefficient of correlation between. 


the two independent variables, 
D, D 
Bad (1 —7)—-] and BA —7)A—-—), 
E, E, 


of .438 was within the range of correla- 
tions reported in Table 3. Hence, this 
reformulation of model (4) did not 
appear to be helpful in dealing with the 
multicollinearity issue. However, the re- 
gression result using equation (4a) con- 
firmed the result reported earlier in that 
bi was positive and statistically signifi- 


cant. Furthermore, bi was not signifi- 


cantly different from b}. 

In prior research, Daley [1984], Feld- 
stein and Seligman [1981], and Oldfield 
[1976] found that unfunded vested pen- 
sion liabilities affect the market determi- 
nation of the employer's equity. Specifi- 
cally, Daley (1984] found that unfunded 
vested pension liabilities, as defined in 
this study, reduce the market value of 
the employer's equity. Furthermore, his 
results suggest that this measure of 
unfunded vested liabilities understates 
the after-tax costs of future pension cash 
flows. Daley's [1984] results are similar 
to those of Oldfield [1976] and Feldstein 
and Seligman [1981] once their results 
are adjusted for the tax effect. 

Results indicating that unfunded pen- 
sion liabilities affect the employer firm's 
market. risk are consistent with prior 
findings that these liabilities affect the 
market value of the employer's equity. 
However, these results do not indicate 
that the measure of unfunded vested 


pension liabilities used in this study 


understates or overstates the after-tax 
effects of future pension cash flows. 
The results of this study should be 
viewed with caution.. The model speci- 
fied in equation (4) predicts coefficients 
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b, and b, to be equal to one. However, 
our estimates of these coefficients are 
significantly lower than one. A plausible 
explanation for bı to be lower than its 
predicted value is related to relatively 
high interest rates during 1976-1979. 
High interest rates are likely to cause the 
market value of the debt to be lower than 
its book value. This would lead to an 
overstatement of the firm' s debt-to- 
equity ratio as measured in this study, 
which in turn would result in underesti- 
mation of 52. Similarly, underestimation 
of b, as well as b, may be related to 
measurement error associated with 
accounting beta [Maddala, 1977, p. 
294]. Furthermore, the model is based 
on the assumptions of the capital asset 
pricing model and the assumption that 
firms can borrow and lend at the risk- 
free interest rate. Thus, another explana- 
tion for empirical coefficients to differ 
from those predicted theoretically may 
be related to the validity of these 
assumptions. 

Although our estimates of coefficients 
b, and b, are comparable to those 
obtained by prior accounting research 
which used this basic model [Bowman, 
1980; Mulford, 1985], the results suggest 
that the model is misspecified to a cer- 
tain extent. The results of the study 
should be considered in light of this 
observation. - 

An argument was made earlier that 
collinearity between the reported debt- 


L a D, Lad - * 
to-equity ratios, SR and the increase in 
` 1 


this ratio due to inclusion of unfunded ` 
D 
E, 
to present a serious problem in interpret- 


ing the coefficients of regression (4). To 
the extent this argument is not valid, 


pension obligations, A——, is not likely 
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results regarding the debt equivalence of 
unfunded pension obligations cannot be 
interpreted unambiguously. 

A corporation is responsible for its 
unfunded pension liabilities only to the 
extent of 30 percent of its equity value 
and any further obligation is met by the 
PBGC. To control for possible effect of 
this law on the market's assessment of 
pension liabilities and market risk, 
regressions in Table 3 were repeated with 
one modification. If unfunded vested 
pension liability of a firm exceeded 30 
percent of its equity, the liability was set 
equal to 30 percent of the market value 
of the equity. These results did not differ 
substantially from those shown in Table 
3. 


CONCLUDING REMARKS 


This study examines whether capital 
market participants view unfunded 
vested pension obligations as debt liabili- 
ties in assessing the market risk of the 
firm. Specifically, a model linking oper- 
ating risk, financial risk, and the 
effective tax rate to market risk of 
the firm was developed. A test was con- 
ducted to examine the effect of the inclu- 
sion of unfunded vested pension obliga- 
tions in the measurement of financial 
leverage on the explanatory power of the 
model. The results of this test are consis- 
tent with the hypothesis that the market 
views these pension liabilities as a form 
of debt. 

It is possible that unfunded pension 
obligations are considered a form of 
debt but are not strictly equivalent to 
debt, in which case their effect on 
market risk will differ from debt. That 
is, a dollar of systematic risk may affect 
the systematic risk of the firm differently 
than a dollar of conventional debt. A 
test was conducted to investigate this 
possibility. The results indicate that, 
after adjusting for the fact that contri- 
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butions made by a firm to discharge its 
pension obligations are tax-deductible 
whereas the principal repayment of debt 
is non-tax-deductible, the market views 
unfunded vested pension obligations as 
equivalent to debt when assessing firm 
risk. | 

From a policy point of view, the evi- 
dence may provide justification for 
inclusion of unfunded pension liabilities 
in the. balance sheet. One may argue 
that, as the results of this study suggest, 
the market is capable of using the foot- 
note disclosure regarding unfunded 
vested liabilities in its assessment of 
market risk. Therefore, there is no 
reason to incorporate this information 
into the balance sheet. Then the issue 
becomes whether the objective is to 
incorporate all liabilities of a firm into its 
balance sheet or simply to disclose all 
liabilities and let each user make adjust- 
ments to the balance sheet based on 
supplementary disclosures." 

This study did not consider unfunded 
unvested pension obligations. This was 
motivated partly by the desire to narrow 
the scope of the study and partly because 
the data regarding these liabilities over 
the time period of the study were diffi- 
cult to obtain. It would be interesting to 
examine how these liabilities interact 
with other liabilities and operating char- 
acteristics in the determination of 
market risk. 

The model that links market risk to 
financial leverage in this study is incom- 
plete. Subrahmanyam and Thomadakis 
[1980] show that the systematic risk of a 
firm is negatively related to the degree of 
monopoly power it possesses. However, 
they ignore financial leverage and the tax 
rate, so it is not clear how the monopoly 


7 Itis acknowledged that a capital market study of this 
nature alone cannot provide answers to the policy-related 


questions mentioned here. However, theresultsofsucha  . 


study can be important inputs into the policy-making 
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power variable interacts with these vari- monopoly power factor into Hamada’s 
ables in the determination of market risk model used in this study may provide 
of the firm. A replication of this study some further insight into the effect of 
based on a model that incorporates the pension liabilities on market risk. 
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. An Empirical Investigation of Pension 


Fund Property Rights 
Wayne Landsman 


. ABSTRACT: This study empirically examines whether pension fund assets and liabilities 
associated with corporate-sponsored defined benefit pension plans are valued by the 
securities markets as corporate assets and liabilities. An equity valuation model based on the 
balance sheet identity is used to permit pension and non-pension assets and liabilities to have 
separate empirical coefficient values, This study differs from earlier ones [Feldstein and 
Seligman, 1981; Feldstein and Mørck, 1982; and Daley, 1982, 1984] which examine how share 
prices are affected by the net pension liability in the context of the Litzenberger and Rao 
[1971] equity valuation model. Using theoretical benchmark coefficient values for pension 
assets and liabilities based on the Miller [1977] model of capital market equilibrium, this study 
finds evidence consistent with the notion that pension fund property rights— ownership of 
pension assets and liabilities—lie fully with the firm. Several empirical extensions are explored 


to examine whether the basic finding can be made more robust. 


tion in both the academic literature 

and the popular financial press... The 
major interest concerns unfunded vested 
benefits (UVB)—that portion of a firm's 
vested pension obligation that exceeds the 
market value of the assets in the pension 
fund. A primary concern with UVB has 
been whether UVB is indeed a liability of 
the firm, and if it is, whether the market 
price of the firm reflects this off- 
balance-sheet item.’ The concern is 
motivated by the fact that pension assets 
and benefits comprise a substantial share 
of the economic wealth of the economy, 
and by the potential for the mispricing of 
corporate securities (and the misalloca- 
tion of capital resources) because pen- 
sion disclosures are inadequate. For 
‘example, in 1981 the average ratios of 
. pension assets to market value of com- 
mon equity, and of total accrued bene- 
fits (vested plus non-vested) to market 
value of common equity for roughly the 


p funds receive. much atten- 


1000 largest firms in the economy were 
43 percent and 45 percent, respectively. 


! See Business Week, August 9, 1982, for a sample of 
the popular press's interest in UVB. Examples in the aca- 
demic literature include Feldstein and Seligman [1981], 
Feldstein and Merck [1982], and Daley [1982, 1984], 
among others. 
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The same ratios stated in terms of book 
value of shareholder equity were 31 
percent and 32 percent. 

Empirical evidence in Feldstein and 
Seligman [1981] (hereafter FS), Feldstein 
and Mørck [1982] (hereafter FM), and 
Daley [1982, 1984] suggests that UVB is 
priced by the securities market as a 


corporate liability, but that its depress- - 


ing effect on firm market value may be 
less than a dollar for each marginal 
dollar of UVB. One feature common to 
these studies is the incorporation of a 
*traditional" cross-sectional valuation 
model . [Miller and Modigliani, 1966; 
Litzenberger and Rao, 1971; and Tobin 
and Brainard, 1977] into the research 
design to test for UVB’s effect upon 
equity market value. A second common 


feature is that the expected coefficient. 


value of UVB is —(1— 7), where 7, is the 
marginal corporate tax rate. In the FS 
and FM studies, the expected coefficient 
value for UVB is loosely based on the 
Miller and Modigliani [1958, 1966] equi- 
librium notion that the after-tax cost of 
debt to the firm is (1 —7)D, where D is 


the market value of the firm's debt obli- 


gation. Daley's derivation of UVB's 
coefficient, which is based on the Litzen- 
berger and Rao model, is obtained by 
decomposing earnings into pension and 
nonpension components. 

This study presents evidence which 
suggests that pension fund assets and 
pension fund liabilities are valued by the 
marketplace no differently than other 
corporate assets and liabilities. Recent 
proposals by the Financial Accounting 
Standards Board [FASB, 1982, 19852], 
including the adoption of FAS 87 
[FASB, 1985b], appear to indicate sup- 
port in the accounting profession for the 
notion that unfunded pension liabilities 
are corporate liabilities that should 
appear on the corporate balance sheet. 
In fact, FAS 87 explicitly requires that 
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firms (employers) recognize a liability if 
“the accumulated benefit obligation 
exceeds the fair value of plan assets’’ 


. [FASB, 1985b, p. 10]. If taken at face 


value, evidence presented in this study 
suggests that there may be some merit to 
the FASB's proposals. 

This study departs from the aforemen- 
tioned pension studies in four significant 
ways, with respect to both the theoretical 
assumptions and the empirical research 
methodology. First, the focus will be on 
the separate effects that pension assets 
(PA) and pension liabilities (DL) have 
upon market value of equity (MVE), 
rather than on their net difference, UVB.* 

Second, the cross-sectional market 
valuation model is based on the basic 
accounting identity which holds that 
shareholders! equity is the residual of 
corporate assets less corporate liabilities. 
Estimation of the accounting identity- 


' based model adopted in lieu of the Lit- 


zenberger and Rao [1971] (hereafter LR) 
model (which is based on the single 
period capital asset pricing model 
[CAPM]) has several advantages. First, 
the accounting identity permits one to 


compare coefficient values of non-pen- 


sion assets and liabilities to their pension 
counterparts, while the LR specification 
does not. Second, the LR model does 
not permit UVB to be priced unless one 
adopts Daley's earnings decomposition 
approach. Third, it is an alternative 
empirical specification to the LR-based 
model. Thus, the robustness of the prior 
pension study results can be studied in 
the context of an alternative empirical 
model. . 

Third, the current study adopts the 


. Miller [1977] model of capital market 


equilibrium, in which the after-tax rates 


2 [t should be noted that earlier studies were, for the 
most part, limited to using UVB since separate pension 
asset and liability numbers were not readily available 
until FAS 36 disclosures were required. 
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of return of stocks and bonds are equated. 
As a result, the benchmark coefficient 
values for PA and PL are 1 and -1, 
respectively. This contrasts with the 
Miller and Modigliani [1966]-based 
benchmark value of —(1—7) for UVB 
adopted by FS, FM, and Daley. 

Fourth, a variety of problems com- 
mon to empirical cross-sectional valu- 
ation studies—measurement error in the 
regressors and violation of spherical 
symmetry of the error variance-covari- 
ance matrix—are explicitly dealt with to 
reduce bias in coefficient values and to 
increase efficiency of estimation. With 
respect to the latter issue, several gener- 
alized least squares (GLS) estimation 
techniques are employed to deal with 
specific models of the structure of the 
error variance-covariance matrix. 

This paper has five sections. The first 
discusses the theoretical values of the 
coefficients from the basic valuation 
model that is estimated. The motivations 
for estimating the accounting identity- 
based model in lieu of the LR-based 
model are also presented in that section. 
The second discusses the list of potential 
departures from the OLS assumptions 
encountered in estimating the model and 
the econometric techniques that are used 
to potentially reduce the statistical prob- 
lems created by such departures. Next, 
estimation results of the basic model are 
presented, adjusting only for heterosce- 
dasticity in the residuals, followed by the 
estimation results for several extensions 
of the basic model that employ the 
econometric techniques discussed in the 
second section. Finally, the last section 
summarizes and concludes the paper. 


THE MODEL AND EXPECTED 
COEFFICIENT VALUES 


If we let MVA and PA represent the 
market value of the firm’s non-pension 
assets and pension assets, respectively, 
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and MVL and PL the market value of 
the firm’s non-pension and pension debt, 
then the market value of the share- 
holders’ equity (residual claim), MVE, is 
given by: | 


MVE-o,MVA 4 a; MVL - PA 
+a,PL | (1) 


The model given by (1) is a more gen- 
eral version of the accounting identity 
which holds that net assets equals total 
assets less total liabilities, i.e., net assets 
represent a residual claim that corporate 
shareholders have to corporate assets 
after deducting the. claims of debt 
holders. If the identity is stated in terms 
of market values, then net assets repre- 
sent the market value of that residual 
claim. However, once the identity is 
stated in terms of market values rather 
than accounting book values, the tau- 
tology of the accounting identity is not 
necessarily preserved. For example, the ` 
market value of the residual claim may in 
fact exceed the market value of corpo- 
rate assets less the market value of cor- 
porate liabilities, as the Miller and 
Modigliani [1966] model of capital 
market equilibrium suggests. 

Equation (1), which is stated in terms 
of market values, allows for this possibil- 
ity. In addition, it disaggregates corpo- 
rate assets into pension and non-pension 
assets, and corporate liabilities into pen- 
sion and non-pension liabilities, This 
procedure does two things. First, it 
allows for the possibility that pension 
assets represent assets to which the firm 
has claim, and that pension liabilities 
represent. a debt obligation of the firm. 
Second, if in fact pension assets are 
corporate assets and pension liabilities 
are corporate obligations, it also permits 
the pension and non-pension compo- 
nents of corporate assets and liabilities 
to be differentially priced by the securi- 
ties markets. 


Landsman 


Landsman [1984] develops a steady- 
state growth model which suggests values 
for a1, 02, o, and o4, in equation (1), 
assuming a model of capital market 
equilibrium based on Miller [1977]. In 
the Miller model, after-tax rates of 
return of stocks and bonds are equated 
(as a result of his assumption that bonds 
are taxed at the personal level, but stocks 
are untaxed at the personal level and 
subject to a symmetrical tax at the cor- 
porate level). Landsman adds the further 
assumption that defined benefit pension 
plans are the only tax-exempt institution, 
and he demonstrates that it is mutually 
advantageous for the firm and its 
workers to fully fund the pension plan 
exclusively with bonds up to the IRS- 
imposed constraint.? 

The analysis conducted in Landsman 
[1984] suggests that in the Miller world, 
the coefficients of MVA and MVL, a, 
and a2, will be 1 and — 1, respectively. 
Two sets of benchmark values are estab- 
lished for the pension variable coeffi- 
cients based on the notion of property 
rights. Two dimensions of property 
rights concerning the pension plan are 
(1) the sharing of the tax benefits created 
by the pension plan, and (2) the sharing 
of pension risk by the firm and its 
workers.* For the case in which the firm 


receives none of the tax benefits associ- 


ated with the pension plan and bears 
none of the pension risk, the expected 
values of o4 and a, are zero. For the case 
in which the firm receives all the tax 
benefits and bears all the risk, bench- 
mark values of 1 and — 1, respectively, 
are established for a3 and o. 


Pension Coefficients when PA and PL . 
are Property of the Firm 


To derive the benchmark values of 1 
and — 1 for the case in which PA and PL 
are effectively property of the firm, 
Landsman develops the following 
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model. Consider a firm that is growing in 
steady-state at the rate of g in a Miller 


economy in which—to keep things sim- 


ple—there are only two types of securi- 
ties: bonds, which are riskless, and 
stocks, which are risky. Letting r repre- 
sent the rate earned on bonds, the firm's 
after-tax cost of borrowing becomes 
r(1—7), where 7, is the marginal corpo- 
rate tax rate. Now, assuming this firm is 
the sponsor of a defined benefit pension 
plan, it has a pension obligation with a 
particular present value, PL,, at the end 
of period f, and an associated pension 
fund with a market value of PA,, 
invested entirely in bonds. Finally, let y 
represent the constant fractional payout 
of the firm's pension obligation each 
period, where y is greater if the firm's 
labor force is older, and Os yz 1. 
Consider the pension fund. Attendant 
with the assumption of a steady-state 


- growth rate, g, PA = is simply (1 +8)PA.. 


The growth of the pension fund from 
time £ to time ¢+1 comes about in three 
ways. First, interest is earned on the 
fund which, ceteris paribus, would bring 
the fund to a level of (1--r)PA, at time 
[-- 1. However, a portion of the current . 
benefits, 'yPL,, is paid out to retired 
workers at time ¢+1. In addition, the 
firm makes a contribution of the amount 
C» to the pension fund at time / 4- 1. The 
amount contributed by the firm raises 


3 This result is consistent with Black [1980], Tepper 
[1981], and Harrison and Sharpe [1982]. 

* The workers are said to fully bear the pension risk if 
they reap all the costs and benefits of changes in the 
market value of the pension assets. The firm is said to 
fully bear the pension risk if the workers are promised 
pension benefits that deliver future payments at retire- 
ment (in lump-sum or in annuity form) that enable 
workers to purchase a certain real basket of goods 
regardless of pension fund performance. 

5 Assuming bonds to be risky does not alter the analy- 
sis. In Miller's model, risk-adjusted after-tax rates of 
return on bonds and stocks would be equated. Bonds 
would still be held exclusively in the pension portfolio. 
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the funding level to the maximum 
amount allowed by the IRS. Putting all 
of this together, we have 


(1+g)PA=(1+)PA+c—yPL. (2) 


Note that the subscripts in (2) have been 
suppressed, with implicit ¢ subscripts for 
PA and PL, and an implicit £41 
subscript for c. The interpretation of (2) 
is that a firm growing at steady-state rate 
g must contribute an amount, c, to 
return to a steady-state level of pension 
funding by the end of each period. 
Solving explicitly for c and multiplying 
through by (1 — 7), the after-tax cost of 
making the contribution is: 


c(1—79 =(1 —7.)(yPL —(r—2)PA). (3) 


The total present value of the cost to the 
firm of covering its pension obligation, 
P, is therefore given by 
-ü-7GPL-(-gPA) yy 
, (1 ur Te) SS : 
where the expression on the right-hand 
side of (4) represents the present value of 
a perpetuity of c(1—7), growing at a 
` rate g, discounted at the after-tax mar- 


ginal corporate rate of return, r(1— 7.).* 
If we let V represent the present value of 


the firm’s future net after-tax cash 


inflows other than the contributions to 
the pension plan, then the market value 
of the firm, MVE, is given by V—P;’ 


Dp SC —8 
Comparative Statics 


We are now ready to evaluate the 
marginal impact upon MVE of marginal 
changes in PA and PL by differentiating 
(5) with respect to PA and PL, respec- 
tively. Partial differentiation with 
respect to PA yields: 
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OMVE _ (r-gY(1—7) 

ABDA . r(-72-2 
E (1—79r7. 
“OOO a= © 


which is greater than 1 for g>0 and 
7,250. The economic interpretation of 
the partial derivative is the following. 
The first term on the second line of (6), 
1—7,, represents the increase in firm 
value created by placing an additional 
dollar into the fund after tax, other 
things being equal. The second term, 


KE represents the present value 
r (1 —13—8 e 

of the tax savings associated with being 

able to earn the before-tax rate of return 
on the marginal dollar in the pension 
fund—i.e., it is the present value of the 
tax shield created by the extra dollar. 
Thus, for a firm growing at the rate 
g>0, each additional dollar placed in the 
pension fund increases the value of the 
firm by an amount exceeding a dollar. If 
the partial derivative in (6) is evaluated at 
g=0, then the resulting expression is 


àMVE SN 
àPA |g-0 ` 


this case, the firm's marginal contribu- 
tions to the plan will not grow in sub- 


is also 


equal to 1, i.e., 


MVE 
t d te that 
sequent periods. Note tha PER | 
equal to 1 for the case in which 7,0. 
To evaluate how a marginal increase 
in the firm's pension obligation, PL, 





“It is assumed that r(1— 7.)»8 to prevent the firm 
from having infinite value. 
? Both the non-pension and pension cash flows which 


are represented by V and P, respectively, are discounted at 


the rate r(1 — 7.). This implies that the marginal investor 
values the firm using the same rate, since 7, for the mar- 
ginal investor is assumed to be equal to 7e This follows 
from the Miller model assumption that stocks are not 
taxed at the personal level, 
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affects firm value, we now differentiate 


(5) with respect to PL: 
MVE |. (1—79Yv ! 
PL ^ gas ET € 


Equation (7) says that each additional 


dollar increase in the firm's pension obli- 
gation, other things being equal, results 
in a reduction in firm value if y, the 
fractional payout rate of the pension 
obligation, is strictly positive, and 7, is 


strictly less than one. Evaluating the 


partial derivative in (7) at y=r and g=0 
reduces the expression to —1. The eco- 
nomic intrepretation of the evaluation of 
the derivative at g=0 is that the pension 
obligation, PL, is increased by $1 today 
and forever into the future, ie., the 
dollar increase will not grow at rate g, but 
will remain at a dollar. 

Evaluation of the derivative at y=r 
can be interpreted as the condition 
whereby the firm's payout rate matches 
the interest accrual on the pension 
debt—the firm exactly pays off only the 
interest portion of the debt each period. 

An obvious question is raised by the 


.9MVE = 
ðPL g=0,y=r 


when this result is compared to the 
results of earlier studies, notably FS, 
FM, and Daley. In these studies, the 
authors expect the marginal effect of the 
net pension liability, NPL = PL — PA, on 
MVE to be —(1— 7), not —1. Why does 
the relevant comparative static result 
from this study differ from the expecta- 
tions of these earlier studies? There are, 
unfortunately, several differences be- 
tween this study and the earlier ones that 
make direct comparison difficult. First, 
‘these earlier studies either fail to make 
clear which model of capital market 
equilibrium is assumed—as is the case 
with FS and FM—or a different model 
of equilibrium is assumed—the CAPM 


result that 
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in the case of the Daley studies. In the 
current study, the Miller model is ex- 
plicitly assumed. Second, the prior 
studies focus on the net pension liability, 
NPL. In contrast, the partial effects of 
PA and PL are considered separately 
here.? Third, no formal model is explicit- 
ly developed in FS and FM, and a flow 
or earnings-based model is developed in 
Daley, in contrast to the stock or balance 
Sheet-based model used in this study.? 
Although a3 and a, are not demon- 
strated by Landsman to be cross-sectional 
constants—a result that has implications 
concerning the empirical estimation pro- 
cedure which assumes they are—the 
important thing to note is that the bench- 
mark value for a, (the pension debt coef- 
ficient) in particular is not —(1— 7.), as 


* Note that by modeling the effect of NPL upon MVE 
instead of PA and PL separately, FS, FM, and Daley do 
not allow for the possibility that PA and PL may 
marginally affect MVE differently. An empirical impli- 
cation of this is that by including NPL as a regressor ina 
regression equation with MVE as the dependent variable, 
PL and PA are implicitly forced to have coefficients that 
are equal but opposite in sign. 

* If oneis willing to assume that the modeling discrep- 
ancies are inconsequential, the difference in expected 
marginal effect of the pension liabilty upon market value 
of shareholder equity may be explained by a difference in 
assumed funding levels. FS and FM assume that the 
pension plan is funded at a level below the fully funded 
amount. The value of —(1— 7.) represents the marginal 
cost to the firm of reaching the fvlly-funded position, as, 
for example, FS note [1981, p. 806]. (Daley is silent on 
the funding level assumption.) In contrast, in the model 
developed here, the firm is assumed to always be at the 
optimal funding level which, as the Miller assumptions 
imply, is the fully funded position. The value of —1 for 
Zar makes an implicit comparison of the market value 
Of a fully funded firm to one which is fully funded, but 
whose funding limit is greater. Stated yet another way, 
the distinction between the Miller-based result of —1 and 


is that 





the competing hypothesis of —(1 — 7.) for JPL 
the former result is derived by performing comparative 
statics on a firm at the eguilibrium fully funded level, 
whereas the latter is derived by performing comparative 
statics on a firm at the out-of-equilibrium under-funded 
position. | 
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is the case in FS [1981], FM [1982], and 
Daley [1982, 1984]. Thus, if the marginal 
corporate tax rate is roughly 50 percent, 
then the FS, FM, and Daley studies 
would suggest a value of approximately 
—0.5 for o,, whereas the Landsman 
study would suggest a benchmark value 
of —1.'? 

One final point concerning the models 


estimated by FS, FM, and Daley should ` 


be noted. The basic model they each 
estimate is based on the LR equity valua- 
tion model. The LR model, developed 
from the single-period CAPM [Sharpe, 
1964 and Lintner, 1965], provides that 
the market value of shareholder equity 
of the i'^ firm, MVE, is linearly related 
to expected earnings, E, and the stan- 
dard deviation. of geg earnings, 


ot E; ofl 
M VE, = o+ 0,E, 4 (E A (8) 


Since E and o(£) are not observable, 
researchers are forced to use surrogate 
measures. For example, reported earn- 
ings is used as a surrogate measure of 
economic earnings, and 8 [FS, FM] and 
the standard deviation in reported earn- 

ings [Daley] are used as surrogates for 
E). 

FS, FM, and Daley all add UVB 
(PL —PA) to the LR equity valuation 
model. In the case of FS and FM, no 
firm theoretical justification is provided 
for the addition of UVB to the LR 
yaluation equation. Daley's model does 
permit UVB to appear in the LR-based 
equation by *'splitting" the earnings 
term into pension and non-pension cash- 
flow components using a procedure 
similar to Bowen [1981]. Ignoring the 
Daley procedure for a moment, note that 
if one accepts the CAPM as the model 
that describes capital market equilibrium 
prices, and if one accepts the notion that 
reported earnings and 6 do not system- 
atically mismeasure E and o(E), then 
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there is no room for UVB to be priced 
even if it were actually regarded as a lia- 
bility by the marketplace. This is because 
UVB would be implicitly priced through 
either E or o(E) or through both 
terms.!? For UVB to have a non-zero 
empirical coefficient, at least one of the 
following is true: 


1. The CAPM is the correct model of 
security returns—only two factors 
are priced—but the market fails to 
include UVB in forming its expec- 
tations of the future risk and earn- 
ings potential of the firm. This, in 
essence, means that securities mar- 
kets are inefficient, which is in con- 
tradiction of the CAPM's assump- 
tion of perfect markets. 

2. The CAPM is the correct model of | 
security returns, but either E or - 
c(E)—or both—are measured with. 
systematic error, and UVB is corre- 
lated with this error or '*omitted 
variable.” 

The CAPM is not the correct 

model of security returns, and per- 

haps a two-or-more factor version 
of the arbitrage pricing theory 

(APT) of Ross [1976] and Roll and 

Ross [1980], which allows.for k 

factors to be priced, is the correct 

model. 


Given the contradictory logic on 
which the first reason is based, it appears 
that only the latter two reasons in the list 
have possible validity. However, because 


3 


+ 


the APT provides formidable testing 


Daley incorporates the tax effect into the unfunded 
pension debt measure. The expected coefficient, given 
this redefinition, is —1 under the Daley model. 

“LR add an ad hoc term to the pure CAPM-based 
valuation model to capture the expected growth in earn- 
ings in excess of the cost of capital. The pure valuation 
model based on the CAPM does not allow for growth in 
excess of the cost of capital. 

` The same is true for all other assets and liabilities of 
the firm as well, 


Landsman 


problems and offers no theoretical 
values for any coefficients beyond the 
two-factor version, the APT-based pen- 
sion researcher must contend with the 
relatively ad hoc nature of the process of 
interpreting results. If one adopts the 
measurement error perspective, then it 
makes sense to use instruments for each 
of the explanatory variables that the 
researcher believes is seriously mis- 
measured. This approach is, in fact, 
adopted by Daley [1982, 1984]. 

Regardless of the underlying theoreti- 
cal relationship between UVB and share- 
holders' equity, it is difficult to find an 
economically meaningful interpretation 
of UVB's coefficient obtained from a 
CAPM-based equity valuation model 
unless one adopts the earnings compo- 
nent procedure of Daley. However, 
regardless of where one stands concern- 
ing the legitimacy of the Daley proce- 
dure, estimation of equation (1) based 
on the accounting identity permits UVB 
to be priced. Furthermore, the account- 
ing identity-based model permits the 
components of UVB—PA and PL—to 
have different coefficients. 

In the next section, the empirical pro- 
cedures that are employed to estimate 
equation (1) are discussed. Emphasis is 
placed on discussing the econometric 
problems encountered in estimating (1) 
and ways to potentially reduce the 
severity of the problems. A description 


of the data is also BEES? in Hen next 


section. 


. EMPIRICAL PROCEDURES AND 
DESCRIPTION OF THE DATA 


The empirical analogue of the theoret- 


ical model given by equation (1) is: 


MVE, 054-4 MVA,-- o4MVL, 
T0 PA, a4 PL, €. (9) 


The difference between (1) and (9) is 
that two terms have been added to the 
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former equation to construct the latter. 
If the theoretical model is correct, then 
the empirical value of œo should be zero. 


The error term, e, is simply the dis- 


turbance term from a regression model. '4 
The data used to estimate (9) are dis- 
cussed next, in part to serve as an intro- 
duction to the source of many of the 
econometric problems encountered in 
estimating (9). 


Description of the Data 


The data used to estimate (9) are 
drawn from three separate data bases. 
Data are available beginning in 1979, 
extending through 1981, which allows 


the cross-sectional relation to be esti- 


mated for three annual time periods. All 
December 31 fiscal year-end firms on the 
FAS 36 Data Bank Tape for which data 
were available were included in the 


sample.'5 The FAS 36 Data Bank was 


constructed using the FAS 36 disclosures 
of the FAS 33 population. Because of 
the ‘‘size’’ test disclosure criteria under 


? Daley's procedure of ''splitting"" the earnings term 
in the LR model into pensión and non-pension cash flow 
components is similar to the procedure first adopted by 
Bowen [1981]. In the Bowen study, earnings is split into 
allowance for funds used during construction (AFC) 
credits and operating earnings of electric utilities. There 
are two potential problems with the splitting procedure: 
(1) the LR model is silent on the issue of whether earnings 
can be meaningfully split into components; and (2) the 
components are not likely to be directly observable, 
creating an additional source of measurement error in the 
empirical version of the model. 

The source of the error term could be either (1) 
measurement error in MVE, (2) measurement error in 
any of the independent variables, or (3) omitted indepen- 
dent variables. Although measurement error of MVE is 
probably close to zero, measurement error in the inde- 
pendent variables probably is not. In fact, the same 
problem that gives rise to such measurement error—the 
use of book values as proxies for MVA and MVL—is also 
the likely source of omitted independent variables. The 
source of measurement error in the independent 
variables and the potential empirical problems this 
creates are discussed in the next subsection. 

* Only fiscal year-end December 31 firms are included 
in the study, implicitly avoiding the need to pool observa- 
tions across time as well, 
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FAS 33, the FAS 36 Data Bank Tape 
population is made up of only very large 
firms. , 

Market value of shareholders’ equity 
(MVE) is defined to be price times 
number of shares outstanding as of 
December 31 for each year. Price and 
share data are drawn from the COMPU- 
STAT Industrial and OTC tapes. Book 
value of total non-pension assets 
(ASBV) and book value of total non- 
pension debt (LIBV ) are also taken from 
the COMPUSTAT tapes. Each of these 
historical cost accounting variables is 
used as a surrogate for its respective mar- 
ket value quantity ——MVA or MVL—be- 
cause the latter two are unobservable. 

For the pension variables, PA and PL, 
data are taken from the FAS 36 Data 
Bank Tape. Pension assets (PA) are 
recorded at market value for those assets 
within the pension fund that are held in 
marketable securities. Non-marketable 
securities, such as mortgages, for which 
market values are not readily available, 
are valued by the reporting firm. Pen- 
sion liabilities (PL) are represented by 
the actuarially-determined present value 
of the accrued benefit pension obligation 
as reported by each firm. 

. - Theinterest rate used by the actuary to 

estimate PL is reported in the FAS 36 
disclosure and is thus on the Data Bank 


tape. This enabled the reported PL 


number to be adjusted to reflect an 
interest rate different from the one used 
by the actuary. Two sets of regressions 
are estimated for the basic model for 
each year: one that uses the reported or 
unadjusted pension liability (PLU), and 
one that is adjusted to reflect a 25-year, 
ten percent annuity assumption (PL10). 
The motivation for adjusting PLU to 
reflect a common interest rate is related 
to the desire to improve estimation by 
reducing potential measurement error. 
The hypothesis underlying the common 
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interest rate adjustment is that the 
appropriate rate with which to discount 
future pension payments to workers is 
the prevailing risk-free rate of interest.*® 
Adjustment of PL to reflect a 25-year, 
ten percent annuity assumption should 
reduce mismeasurement of PL, if the 
only source of error is the chosen 
discount rate, (7 Of course, other sources 
of measurement error associated with 
the reported pension liability figure may 
arise from both the accounting treatment 
of the pension obligation and the set of 
actuarial assumptions used to compute 
it. In particular, advocates of projected 
benefits methods might argue that 
accrued pension benefits figures seri- 
ously understate the ‘‘true’’ pension lia- 
bility values (see Landsman [1984, pp. 
32-33]). l 

In addition to the five variables 
appearing in equation (9), each firm’s 
sales figure (SALES) and current cost of 
assets ( ASCC) were taken from the FAS 


33 Inflation Data Bank tape.'* As will be 


!5 Landsman [1984] suggests that the appropriate dis-- 
count rate for measuring the pension liability is the risk- 
free rate. This is because in the Miller [1977] model of 
capital market equilibrium which is assumed, optimal 
pension fund management requires pension assets to be 
invested solely in bonds (which are assumed in the 
Landsman study to be riskless) in order that the pension 
fund take advantage of its tax-deferred status. 

17 With respect to the interest rate adjustment on PLU, 
three things should be noted. First, note that the use of an 
annuity adjustment on PLU will likely affect the coeffi- 
cient value of the resulting pension liability variable. 
However, the use of different interest rates would affect 
only the coefficient of the interest rate-adjusted variable 
and not the /-statistic, because the annuity adjustment is 
a linear transformation of PLU. Thus, ten percent, the 


prevailing riskless ratein the first sample year (1979), was 


selected arbitrarily. Second, the choice of a 25-year term 
for the pension '*annuity" is representative of what 
several reporting firms feel is appropriate for measuring 
the pension liability. Third, adjusting PLU to reflect a 
different interest rate than the one chosen by the actuary 
may introduce measurement error if, for example, an 
arbitrarily low interest rate assumption is offset by some 
other actuarial assumption. 

18 ASCCis constructed by replacing the historical cost 
measures of inventory and net plant with the current cost 
counterparts provided from the FAS 33 tape. 
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discussed in the next section, SALES is 
used as a deflator to help deal with the 


problem of heteroscedastic error terms, . 


whereas ASCC is used to test a specific 
measurement error model. 

It is important to highlight the poten- 
tial relative improvement in quality of 
the FAS 36 pension data set over the 
pension data used in previous studies. 
The improvement in quality arises from 
four features of the FAS 36 disclosures: 


1. The FAS 36 pension data are 
drawn from mandated disclosures. 

2. The reported pension liability is 
created under a more uniform 
method. 


3. The interest rate implicit in the 


reported liability figure (PLU) is 


reported. 
4. The sample of firms is relatively 
large. 


An implication of the first point is that 
a potential for sample selection bias 
present in earlier studies has been re- 
duced. FS, for example, were limited to 
. using pension data disclosed voluntarily 
by a relatively small number of firms in 
their annual reports prior to the mandate 
period. An implication of the second 
point is that the pension liability variable 
used in this study will be potentially less 
noisy than the pension liability figure 
used in earlier studies, although this, of 
course, is an empirical issue. As dis- 
cussed above, an implication of the third 
point is that the reported pension liabil- 
ity figure can be adjusted to reflect a 
common interest rate and thus poten- 
tially reduce measurement error in that 
variable. An implication of the final 
point is that the enlargement of the size 
of the observation set from, for 
example, under 200 in FS to over 600 in 
this study, is that there may be some in- 
crease in efficiency and confidence in the 
empirical results. As an example, to the 
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extent that the FS variable of interest, 
UVB, is collinear with the other indepen- 
dent variables and the error structure 
from their regressions does not conform 
with the OLS assumption of cross-sec- 
fion independence, a tripling of the 
number of observations could produce 
an increase in the precision and effi- 
ciency of the estimated coefficients. 


Empirical Procedures 


In the discussion of the data, several 
potential econometric problems associ- 
ated with estimation of equation (9) were 
mentioned. The four problems that are 
discussed in turn are: (1) heteroscedas- 
ticity, (2) measurement error in the re- 
gressors, (3) multicollinearity, and (4) 


. cross-sectional and cross-equation (time) 


dependence of the error term. The 
techniques used to deal with these issues 
in the empirical research design are also 
discussed. 


Heteroscedasticity 


One potential econometric problem 
when estimating cross-sectional valua- 
tion models is the problem of hetero- 
scedastic disturbances which arises from 
the fact that large (small) firms tend to 
produce large (small) disturbances. It is 
often possible to use generalized least 
squares (GLS) techniques (see, e.g., 
Johnston [1972, Chapter 7] or Kmenta 
[1971, Chapter 12]) to produce more 
efficient estimates than those obtained 
using ordinary least squares (OLS). For 
example, if one knows a priori what the 
relation is, say, between the error vari- 
ance and the “‘size’’ of the firm, then one 
can, in principle, transform the variables 
in a particular regression model to pro- 
duce a constant (but still unknown) vari- 


ance. 


In the case of the two-variable linear 
model, one common deflation technique 
involves transforming the variables by 
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deflating by the independent variable. 
This procedure implies that the true 
error variance is proportional to the 
square of the independent variable. Park 
[1966] generalizes this model by suggest- 
ing that one should estimate the power 
of the independent variable (instead of 
assuming it to be two) involved in the 
proportion by regressing the natural log 
of the residual variance, /n(&), on the 


natural log of the independent variable. | 


The procedure adopted in this study, 
based on Park [1966], estimates the fol- 
lowing relation between the residual 
variance and SALES: 


Ine =T o+ T SALES, 
+ lUnSALES) Tt, (10) 


where the é/s are the residuals obtained 
from estimation of equation (9) in unde- 
flated form. The estimated values of the 
De, (the I"s) are then used to transform 
(9)’s variables by deflating each variable 
by the following expression: 


SALES('*TUnSALESY 2. (11) 


This multivariate adaptation of the Park 
procedure uses SALES instead of one of 
the independent variables in (9) as the 
measure of firm size." Furthermore, it 
allows for the possibility that the relation 
between /ne? and In SALES is non-linear, 
i.e., quadratic. 

The use of deflation to reduce hetero- 
scedasticity and thereby increase effi- 
ciency is not, unfortunately, a costless 
procedure. One notable potential cost is 
the difficulty in making inferences in the 
presence of spurious correlation. Kuh 
and Meyer [1955, cited in Maddala, 
1977] show that the correlation between 
an endogenous variable, Y, and a set of 
explanatory variables, Xi, X2, .. a a Xk» 
may either increase or decrease the 
correlation between Y and the X's in de- 
flated form. Such spurious correlation 


may lead to a bias in the regression 


coefficients. 
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Measurement Error in the Regressors 


Because market values for each of the 
explanatory variables in equation (9) are 
not directly observable, estimation of (9) 
may result in biased coefficients resulting 
from measurement error in those vari- 
ables. However, without knowledge of 
(a) the specific form of measurement 
error—i.e., whether it is systematic or 
random noise—and (b) the covariance 
structure of the measurement error of 
the four explanatory variables, it is diffi- 
cult to predict what bias—if any—to 
expect in the estimates of the regression 
coefficients. 

Three specific models of Reeg 
error of the regressors are considered. 
The first measurement error model ex- 
amines whether adjustment of PLU, the 
pension liability as reported, to reflect a 
uniform 25-year annuity assumption at a 
ten percent rate of interest can also im- 
prove estimation results. The second ex- 
amines whether historical cost assets 
(ASBV) and liabilities (LIBV) syste- 
matically understate MVA and MVL 
because the former pair of variables does 
not include off-balance-sheet items—in 
particular, PA and PL. The third model 
of measurement error examines whether 
an alternative measure for MVA can 
produce better estimation results than 
when ASBY is used. Tests of these three 
measurement error models are discussed 
in the next major section. 


D Although an obvious extension of the Park proce- 
dure for the multivariate linear model would in fact 
involve estimation of equation (10) using one of the four 
independent variables from (9), SALES was chosen 
because it is probably less dependent on capital structure 
or size of a firm's pension plan, and is, by implication, a 
better measure of firm size. À popular choice for deflator 
in the literature, book value of shareholders' equity 
(BVE) (see, e.g., FS [1981] and Daley [1982, 1984]) was 
ruled out because of the instability of coefficients that 
would result from the near singularity of the X" X matrix 
caused by the identity between BVE and ASBV, LIBV, 
and the intercept in (9). 
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Multicollinearity 


While OLS estimates of regression co- 


efficients are unbiased in the presence of 
multicollinearity, several problems are 
potentially introduced including (a) 
imprecision of estimation (high sampling 
variances), and (b).a high degree of 
sensitivity of the estimates of the 
coefficients to particular sets of sample 
data. The presence of a severe multicol- 
linearity problem could result in drawing 
misleading inferences from sample f-sta- 
tistics. In particular, even though the 
sample /-statistics are unbiased (if there 
are no other econometric problems), it is 
difficult to determine whether the sam- 
pling variances are large because of 
multicollinearity, or whether the vari- 
ance of the true population is large. 
One possible way to increase the pre- 
cision of the estimates of the coefficients 
in equation (9) is to estimate the model in 
net asset form, i.e., to use net non- 
pension assets (MVA-MVL) and net 
pension assets (PA — PL) as explanatory 
variables in the following model: 


MVE,=0)+a:,(MVA —MVL), 
+ a2(PA—PL), +E. (12) 
However, estimation of (12) in lieu of 
(9) is justifiable only if (a) the theoretical 
coefficient values for MVA and MVL, 
and for PA and PL, are the same (in 
absolute value), and (b) the estimated 
coefficients provide statistical evidence 
that supports the theoretical economic 
model,?? i.e., à = — Qa, and das — CH 
Recall from the discussion in the first 
section that the model developed in 
Landsman [1984] suggests that the theo- 
retical values of the coefficients are 
reasonably close to satisfying the first 
necessary condition for netting. Whether 
the second necessary condition is satis- 
fied is discussed later, 
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Cross-Equation Dependencies and 
Cross-Sectional Correlation of Residuals 


If the off-diagonal elements of the 
variance-covariance matrix from a re- 
gression model are non-zero, then the 
OLS estimator will not be the best linear 
unbiased estimator (BLUE). Efficiency 
can be increased by using a specific 
(GLS) estimator if the researcher knows 
the correct model of error covariance. 
The use of the GLS estimator need not 


be limited to estimation of a single cross- 


sectional model or time series model. For 
example, GLS can be employed to 
estimate a system of equations or a 
model that includes a panel of data if 
the error terms are correlated across 
time or between the cross-sectional units. 
Kmenta [1971, chapter 12] offers several 
models of residual covariance that 
econometric modelers can employ. Two 
models of residual covariance that. 
appear appropriate to consider are the 
Zeliner [1962] Seemingly Unrelated Re- 
gressions model (SUR) and the Error 
Components model (EC). The SUR and 
EC models are used in an attempt to 
create more efficient estimates of the 
regression coefficients. As will become 
clear when the regression results are 
presented in the next section, this is an 
important consideration, especially with 
respect to the pension variable coeffi- 
cients. Relatively high standard errors 
for the pension variable coefficients can 
make it impossible to distinguish empiri- 
cally between the benchmark values of 1 
and —1 and 0. 

SUR estimation for cross-sectional 
models with two or more years of data 
permits disturbances for different equa- 
tions to be mutually correlated, i.e., 6, 

7° A more careful statement of the second necessary 
condition for netting the variables is: P,(a,+a,=0, 
a3+a,=0)21—w, where w represents the confidence 


level imposed by the researcher. A test which is equiva- 
lent to the probability statement is a simple F-test. 
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for years s and f (S+ is permitted to be 
non-zero. OG is assumed to be constant 
over all observations, ie. for j=1, 
— o. sn (where n is the number of firms 

in the cross-section), 04,117 Oss VLJ. 
Thus the disturbance term in any equa- 
tion (year) is homoscedastic and cross- 
sectionally uncorrelated, but the variance 
can be different in each equation (year). 
SUR estimation has been used in the lit- 
erature (e.g., Schipper and Thompson 
[1983]) to model cross-sectional depen- 
dencies in the error structure. Note that 
in contrast, the cross-equation depen- 
dency that is specifically modeled in this 
study is fime dependency. The Error 
Components model (EC) is a specific 
model of the error structure of a 
regression model of panel data. Like 
SUR, the EC model permits the distur- 
bances from different cross-sections 
(years) to be correlated. Unlike SUR, EC 
permits cross-sectional correlation of 
residuals in a given panel of data. How- 
ever, EC estimation, by assumption, 
does two things that SUR does not, and 
is thus, along these dimensions, more 
restrictive: ` 


1. While mutual correlation of resid- 
uals across years is, like SUR, per- 
mitted to be non-zero, the assump- 
tions of the model impose the 

, restriction that the correlations are 
the same between any two years, 
Lë O=, VV. That is, there is 
no dampening of the mutual corre- 
lation of residuals through time. 

2. The vector of coefficients is forced 
to be the same for each cross-sec- 
tional equation, i.e., EC pools the 
data from different years and 
cross-sections. 


By assumption, the error term, €m has 
three components—one associated with 
time, another with the cross-sectional 
units, and the third varying in both 
dimensions, i.e., €; —4,- V,-- Ww, for 
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i-1,...,n and t=1,...,7, where 
the u’s, the v’s, and the w’s are each 
normally distributed with mean zero and 
constant and individual variances. The 
EC model has the compelling interpreta- 
tion that the variance of, say, General 
Motors can be bigger than that of 
American Motors, and the variance of 
both firms can be bigger in 1981 than 
in 1979. Furthermore, the disturbance 
associated with GM in 1979 can be corre- 
lated with American Motors’ in 1979. 
One potential cost of imposing the EC 
model—even when it is the correct model 
of the error structure—is that the vari- 
ance components estimates are likely to 
be imprecise if the number of cross- 
sectional units (n) or years (T) is small. 
This is because the estimates of the vari- 
ance components are obtained using a 
recursive procedure that involves averag- 
ing residual errors over both time and 
cross-sectional units. With 7'—3 in this 
study, the EC components may be 
— to this high sampling error prob- 
em. ! 


EMPrRICAL RESULTS: THE Basic MODEL 


The previous section discussed the 
four major empirical problems that are 
likely to be encountered when estimating 
the basic model given by equation (9) 
above. In this section, the estimation 


results of the basic model in which only 


deflation is employed in addition to OLS 
are presented and discussed. However, 
the regressions associated with the sev- 
eral measurement error models from the 
empirical procedures section are also dis- 
cussed. Both (1) the net asset regression 
results (and the accompanying tests for 
the empirical validity of netting) that are 
employed to address the multicollinear- 
ity problem, and (2) the SUR and EC 
regressions, which are estimated to 
increase efficiency in estimation, are pre- 
sented and discussed in the next section. 
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TABLE | 
MEANS AND STANDARD DEVIATIONS OF BASIC MODEL REGRESSION VARIABLES 


1979 
PLU Specification 
N 235 
MVE :mean 48.98 
std. dev. 46.51 
ASBV:mean 117.11 
td, dev. 92.23 
LIBV :mean 67.86 
std. dev. 59.76 
PA  :mean 9.64 
:std. dev. 12.55 — 
PLU :mean 11.21 
std. dev. 14.45 
PL10 Specification 
N 235 
MVE :mean 116.16 
:std. dev. 118.27 
ASBV:mean 276.26 
:std. dev. 228.47 
LIBV :mean 159.96 ` 
. tstd. dev. 146.19 
PA :mean 23.04 
:std. dev. 32.08 
PL1O :mean , 20.45 
:std. dev. 29.14 


1980 . 


1981 
621 624 
105.98 99.23 
98.56 89.84 
222.97 236.21 
198.87 182.31 
130.01 136.41 
152.79 120.26 
19.49 28.90 
20.40 28.90 
21.05 23.19 
23.05 239.00 . 
621 624 
172.64 105.05 
165.05 97.25 
360.24 250.92 
292.20 198.08 
209.02 144.94 
208.34 129.83 
32.62 25.28 
38.17 32.33 
28.14 20.69 
35.36 28.64 


Heteroscedasticity and the Basic Model 


Using the multivariate adaptation of 
the Park [1966] procedure, estimation of 
the deflation parameters to reduce the 
problem of heteroscedastic disturbances 
—and thereby increase efficiency— 
involves two steps. The first is to esti- 
mate.the model in undeflated form. The 
second step regresses the residuals from 
the undeflated model on /n SALES and 
(in SALES) to estimate the transform 
of SALES that will be used as the defla- 
tor. Because two definitions of the pen- 
sion liability (PL,) are offered, equation 
(9) was actually estimated—in both de- 
flated and undeflated forms—using two 


regression models. The first set of regres- 
sions uses the reported pension liability, 


.PLU, and will be referred to as the 


“PLU regressions.” The second set uses 
a measure of the pension liability adjusted 
to reflect a 25-year annuity assumption 
at ten percent, PL10, and will be 
referred to as the **PL10 regressions.” 
The models that are estimated in both 
deflated and undeflated form for the 
years 1979-1981 are given by the follow- 
ing two equations: 


MVE,—2asto,A4SBV,;-- o4 LIBV, 
+a PA + QPL U, +E; (13a) 


MVE, =ßo + B,:ASBV,+ B-LIBV; 
+ Ba PA. + B4PL10, + €, (13b) 
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TABLE 2 
CORRELATION COEFFICIENTS OF VARIABLES FROM BASIC MODEL REGRESSIONS? 














1979: Ne 235 
MVE ASBV LIBV PA PL 
MVE 1.00 0.50 0.38 0.36 0.29 
ASBV 0.54 1.00 0.96 0.46 0.40 
LIBV 0.42 0.97 1.00 0.36 0.31 
PA 0.41 = 0.50 0.40 1.00 0.94 
PL 0.30 - 0.42 0.33 0.94 1.00 
1980: N=621 
MVE ASBV LIBY PA PL 
MVE 1.00 0.27 0.17 0.09 0.03 
ASBV 0.32 1.00 0.96 0.32 0.26 
LIBV 0.20 0.96 1.00 0.26 0.22 
PA 0.16 0.37 0.30 1.00 0.90 
PL 0.07 0.30 0.24 0.90 1.00 
1981: N=624 
MVE ASBV LIBV PA PL 
= MVE 1.00 0.47 0.32 0.27 0.18 
ASBV 0.49 1.00 0.96 0.44 0.40 
LIBV 0.35 0.96 1.00 0.37 0.31 
PA 0.30 0.47 0.39 1.00 0.94 
PL 0.18 0.38 0.33 0.93 1.00 





* Correlations above (below) the diagonal in each table refer to the PLU (PL10) model specification. 


where 


MVE,;-market capitalization of 
shareholder equity, firm i, 
ASBV;-historical cost book value 
total assets, firm i, 
LIBV,-historical cost book value 
total debt, firm i, 
PA,=market value of pension 
assets, firm i, 
PLU,=reported vested plus non- 
vested benefits pension lia- 
bility, firm i, and 
PL10,- PLU, adjusted to reflect a 
25-year annuity valuation at 
ten percent. 


Because the undeflated regressions are 
estimated for the purpose of estimating 
the deflator to make the disturbances 
more homoscedastic, the summary sta- 
tistics from these regressions are not pre- 
sented or discussed." The means and 
standard deviations of the variables in 
(13a) and (13b) are listed in Table 1. 
Table 2 presents the correlation coeffi- 
cients of these same variables. Table 3 lists 


41 The expected coefficient values from the scaled and 
unscaled regressions are the same if spurious correlation 
is not induced by scaling. However, the sample correla- 
tion coefficients need not be identical whether or not 
spurious correlation exists. The point estimates of the 
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TABLE 3 
Basic MODEL REGRESSION SUMMARY STATISTICS 
Mopet: MVE,=ao+a, ASBV, + o4 LIBV,-- o4 DA, Le, PL,-- €, 
Cto OL; Q3 o, R? DFE* 

1979 PLU Model 0.44 230 
Estimate 12.66 1.08 -1.31 0.95 -0.89 
t-ratio 3.24 A 9.27 ef, ZU 1 61 -1 .85 
Prob» |¢| 0.0014 0.0001 0.0000 0.1068 0.0644 

1979 PL10 Model 0.47 230 
Estimate 27.57 1.07 -1.30 1.60 -1.82 
t-ratio 3.22 9.11 -7,59 2.63 -2.94 
Prob» |t| 0.0015 0.0001 0.0001 0.0089 0.0035 

1980 PLU Model 0.25 616 
Estimate 41.61 0.96 ~1.09 0.44 -0.83 
t-ratio 6.57 O 13.12 -11.65 1.03 -2.38 
Prob > |t] 0.0001 0.0001 0.0001 0.2784 0.0174 

1980 PLIO Model 0.31 616 
Estimate 61.57 1.10 -1.33 0.74 -1.21 
t-ratio 6.34 14.64 -12,92 2.08 -3.30 
Prob> |r| 0.0001 0.0001 0.0001 0.0373 0.0010 

1981 PLU Model 0.47 619 
Estimate 29.45 1.07 -1,32 0.89 -1.09 
t-ratio 6.56 19.26 ~16.25 3.29 -4.21 
Prob» |t| 0.0001 ` 0.0000 0.0001 ` 0.0010 0.0001 

1981 PLI0 Model A 4 0.50 619 
Estimate 28.68 1.08 -1.32 1.02 -1,34 
. tatio 6.21 19.31 ~16,29 3.97 -4.91 
Prob» |z| 0.0001 0.0001 0.0001 0.0000 0.0001 





* DFE degrees of freedom of regression error. 


the summary statistics from the deflated 
regression models. There are several 
prominent general findings associated 
with the results appearing on Tables 1 
through 3. The key findings are: 


|. ASBV and LIBV—in both the 


PLU and PL10 specifications— 


consistently have coefficients near 
1 and — 1, respectively, for all three 
years. Thus, both ASBV and LIBV 
have coefficients of the correct sign 
and magnitude relative to the theo- 
retical values for non-pension 


assets and liabilities discussed in 
the first section. However, the 
coefficient values for ASBV and 
LIBV exceed one in absolute value 
for all but ASBV in the 1980 PL10 
regression. This finding is consis- 
tent with the hypothesis that the 
empirical versions of non-pension 





pension variables in the unscaled regressions ranged 
from 0.15 to 2.1 in absolute value. While this range of 
values exceeds that of the pension coefficients reported 
below, there is no way to determine whether this result is 
merely sample-specific or induced by spurious correla- 


` tion. 
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assets (ASBV) and liabilities 
(LIBV) may systematically under- 
state the true values of the theoreti- 
cal variables. 


2. PA, PLU, and PL10 have coeffi- 


cients that bounce above and below _ 


one in absolute value both across 
years and between specifications. 
However, all of the pension vari- 


able coefficients have the correct 


signs relative to the theoretical 
benchmarks of one and zero for 
PA, and —1 and zero for PL. The 
pension asset variable has a range 


of coefficient values—across speci- 


fications and years—of 1.60 to 
0.44. The pension liability variable 
as measured by PLU and PL10 has 
a range of coefficient values of 


~— 1.82 to —0.83. Although it is 
"never possible to reject the null hy- 


pothesis that the absolute value of 
the pension variable coefficients is 


equal to one because of high stan- 


dard errors, it is also not possible 
to reject the null hypothesis that it 
is zero in three of six possible 
cases for the pension coefficients. ? 
However, if taken at face value, 
the finding that the pension coeffi- 
cients all have point estimates near 
one in absolute value is consistent 
with the model discussed in the 
first section that the pension fund 
property rights lie fully with the 


firm; i.e., pension fund assets and 


liabilities are priced by the market- 
place as if they are corporate assets 
and liabilities. 


3. The intercept term is systematically 


non-zero. The significance of this 
finding is that it suggests that the 


. empirical models are misspecified, 


i.e., one or more of the regressors 


| may be measured with systematic 
. error. (Recall that the theoretical 


model given by equation (1) does 
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not have an intercept term.) The 
presence of a statistically signifi- 
cant intercept term that is also sys- 
tematically large in magnitude 
suggests that the empirical inter- 
cept may be picking up some of the ` 
explanatory power of some omitted 
variable.?* The measurement error 
analysis discussed below is de- 
signed, in part, to address this 
issue. ` 

4. All independent variables are posi- 
tively correlated with one another: 
non-pension assets and liabilities 
are highly correlated with one 
another (correlations z0.9 each 
year) and pension assets and liabili- 
ties are highly correlated with one 
another (correlations z0.9 each 
year). The extremely high correla- 
tions suggest that multicollinearity 
is a severe problem that is mani- 
fested as high standard errors for - 
the pension variables, PA and PL. 
This finding suggests that the netting 


“The book value historical cost measures of total 
assets and total liabilities may systematically understate 
the market value of total non-pension assets and liabili- 
ties, respectively, for a variety of reasons. These include: 
(1) book value measures do not include measures of off- 
balance assets and liabilities (such as non-capitalized 
leases) in their definitions; and (2) book value measures 


^. do not adequately capture the magnitude of the many 


intangible assets owned by the firm, including items such 
as the value of sales distribution networks and customer 
relationships. 

a Note, however, that a specification of the null 
hypothesis that the absolute value of each of the pension 
coefficients is equal to zero versus the one-sided alterna- 
tive that the absolute value of each is less than zero is 
accepted for only PA inthe 1980 PLU specification at the 
five percent level. Because zero and one are being offered 
as competing benchmarks for the absolute value of the 
pension coefficients, the one-sided significance test for 
zero may be more appropriate than the two-sided one, 

* To get an idea of the magnitude of the intercept, 
note, for example, from Tabie 1 that the mean of the 
dependent variable, MVE, in the PLU specification is 
approximately 48, 105, and 99, respectively, for the years 
1979-1981. By way of contrast, the intercept for each of 
the corresponding regressions for the three years is 
approximately 12, 41, and 29, 
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procedure of the regressors de- 
. Scribed in the empirical procedures 
section should be considered. 

S. It should be stressed that in spite of 
the severe collinearity of the re- 
gressors and the presence of a non- 
zero intercept, all of the regression 
coefficients have the correct sign 
with respect to their theoretical 
values in each of the three years. 
The coefficient values of 1 and —1, 
respectively, for PA and PL are 
consistent with the hypothesis that 
pension fund assets and liabilities 
are valued by the marketplace as if 
they are corporate assets and lia- 
bilities. 


Two final points concerning the esti- 
mation of equations (13a) and (13b) need 
to be mentioned. First, an additional 
model specification test was performed 
which determined that the imposition of 
the linear constraint that PA and PL 
jointly have zero coefficients is unjusti- 
fiable. The associated F-statistic was 
significant at better than the orie percent 
level in four of the six cases, and at the 


two percent and 18 percent levels in (he 


other two cases. If taken at face value, 
this additional finding suggests that pen- 
sion assets and liabilities are priced by 
the marketplace, in addition to non-pen- 
sion assets and liabilities, when valuing 
the firms in the FAS 36 sample. 
Second, the two-step deflation proce- 
dure appeared to solve the problem of 
heteroscedastic disturbances—at least 
with respect to SALES. Regressions of 
the log of the squared residuals from the 
deflated model regressions against the 
two SALES terms given in equation (10) 
failed to produce significant F-statistics. 
Before turning to the next set of empiri- 
cal tests, note that the two-step deflation 
procedure used to reduce heteroscedasti- 


city is also used to estimate each of the 
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remaining regression models in this study. 
However, only the deflated regression 
summary statistics are presented and dis- 
cussed; i.e., the undeflated (hetero- 
scedastic) regression models (from which 
the deflators are obtained) are omitted, 
and all references will be made to the . 


variables in deflated form. 


. Measurement Error in the Regressors 


The presence of a large and statistically 
significant intercept in the basic model 
regression suggests that one or more of 


the regressors may be measured with 


systematic error. In this section, three 
specific models of measurement error 
mentioned in the empirical procedures 


section are presented and discussed: 


1. Adjustment of PLU to reflect a 
constant rate of interest will result 
in measurement of the true pension 
liability, PL, with less error, and 
thereby produce lower standard 
errors on the pension coefficients. 

2. ASBV and LIBV systematically 
understate the market value of cor- 
porate assets and liabilities because 
pension assets and liabilities are ex- 
cluded from their definitions. 

3. ASCC (current cost assets) mea- 
sures the market value of non- 
pension assets with less error than 
ASBV. 


The PLU/PL\O Specification Issue 


The evidence presented in Table 3 
indicates that, with respect to the pen- 
sion variables, there is a difference be- 
tween the PLU or PL10 regressions. In 
particular, all of the pension coefficients 
are significant in the PL10 specifications 
for each of the three years, enabling us 


to distinguish between the competing 


benchmark values of zero and one (in 
absolute value). This finding provides 
empirical support for the hypothesis that 
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pension fund property rights lie fully 


with the firm. However, it is not a reduc- 
tion in standard errors that appears to be 
responsible. Rather, it is the movement 
of the coefficient values for PA and PL 
toward 1 and — 1, respectively, that pro- 
duces this result. This is not surprising 
because the interest rate implicitly im- 
bedded in the unadjusted pension liabil- 
ity figure is typically well below ten 
percent. Because adjustment of PLU 
to reflect the (higher) ten percent interest 
rate reduces the pension number, other 
things being equal, PL10 should have a 
larger coefficient value than PLU. Fur- 
thermore, because of the high collinear- 
ity between PLU and PA, it appears 
that the interest rate adjustment also 
produces the same systematic effect 


upon the pension asset variable's coef- - 


ficient. 

It appears, then, that adjustment of 
PLU to reflect a constant ten percent 
interest rate will only likely increase coef- 
ficient values for the pension variables 
(in absolute value) and will not reduce 
their standard errors.”° Clearly, it was 
hoped that pension variable coefficient 
standard errors could be reduced to en- 
able us to distinguish empirically be- 
tween the benchmark values of zero and 
one (—1) for the pension coefficients 
more cleanly. As a result, only the PLU 
regression specification will continue to 
be discussed below.? 


Systematic Mismeasurement of MVA 
and MVL 


Recall from the discussion of the basic 
model results that in both the PLU and 
PL10 specifications, ASBV and LIBV 
had coefficient values which systemat- 
ically exceed one (in absolute value), 
although only in 1980 are any of the 
variables’ coefficients significantly 
greater than one in absolute value (LIBV 
in both specifications). Note that this 
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finding is consistent with the hypothesis 
that true market values of non-pension 
assets and liabilities are systematically 
understated by their historical cost 
proxies because the latter two variables 
fail to include off-balance-sheet assets 
and liabilities. 

The severity of this understatement is, 
however, probably much less than if PA 
and PL were excluded as regressors in 
equations (13a) and (13b)—given the 
findings discussed above which show PA 
and PL to have non-zero coefficients. 
One way to test whether this is true is to 
compare the coefficient values of the 
non-pension assets and liabilities when 
PA and PL are both included and ex- ` 
cluded as regressors. If the hypothesis is 
correct, then the coefficient values of 
the non-pension variables should move 
closer to one (in absolute value) when 
PA and PL are included as regressors 
than when they are not.?? 


35 Two interest rate figures are reported in the FAS 36 
disclosures, one each for the high and low interest rates 
for all plans that a given firm sponsors. The average of 
the two figures was used by Landsman [1984], and it is 
also used in this study. The average high and low 
reported rates for the years 1979-1981 were, in turn: 
high: 6.6, 7.04, and 7.44; low: 5.58, 5.73, and 5.81. 

46 Adjustment of PLU to reflect a ten percent interest 
rate would, in fact, also alter the standard error on the 
adjusted pension liability variable coefficient if all firms 
used the same (lower) interest rate to form their accrued ` 
benefit pension estimate. Furthermore, the t-values for 
PL10's coefficient would be exactly the same as PLU’s 
since PL10 would equal PLU multiplied by a constant. 
The difference in ¢-values must arise because of the cross- 
sectional difference in interest rates used by the firms in 
the sample. 

a7 The PL10 regression results associated with the 
remaining tests and extensions of the basic model are 
qualitatively similar to the PLU regression results. The 
PL10 results can be obtained from the author upon 
request. 

25 Several caveats are in order. First, note that if PA 
and PL are also measured with error, then inclusion of 
them as regressors may or may not reduce the bias on the 
non-pension asset and liability coefficients. Second, 
comparison of the coefficients of the non-pension 
variables across the two nested models is justifiable from 
a theoretical perspective only if the estimated intercepts 
are zero (the theoretical valuation model has no inter- 
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TABLE 4 


REGRESSION SUMMARY STATISTICS WITH PENSION VARIABLES 
EXCLUDED FROM THE MODEL 


Move.: MVE, = a+ o4 ASBV,-- o; LIBV,-- €, 


Oo Q9 Ola R? DFE* 
1979 0.43 232 
Estimate 11.28 1.09 -1.32 
t-ratio 2.93 10.73 -8.43 
Prob» |z| 0.0037 0 0.0001. 
1980 — 0.24 618 
Estimate 36.27 0.93 -1.06 
t-ratio 5.89 13.19 -11.56 
Prob» |t| 0.0024 0.0001 0.0001 
1981 0.46 621 
Estimate 25.66 1.07 -1.32 
t-ratio 5.74 20.22 -16.42 
Prob» |t| 0.0001 0.0001 0.0001 


s DFE «degrees of freedom of regression error. 


Table 4 contains the summary statis- 
tics associated with the estimation of 
equation (14), which excludes PA and 
PL from the regression model, for 
1979-1981: 


MVE, =00+0,ASBV;, 
+0,LIBV,+¢; (14) 


(Note that it is necessary to estimate only 
‘one equation since there is no difference 
between (13a) and (13b) with PA and PL 
excluded from the models.) The 
coefficient values of ASBV and LIBV 
from Tables 3 and 4 are the following: 


| Table 3 


1979 1980 1981 | 1979 1980 1981 


1.07 
-1.30 -1.33 -1.32 |-1.32 -1.06 -1.32 


ASBV 
LIBV 


1.08 0.96 
-1.31 -1.09 


1.07 
-1.33 


PL10 Model 


It appears that constraining the coeffi- 
cient values of the pension variables to 
be zero does not move the coefficients of 
ASBV and LIBV closer to 1 and —1, 
respectively. However, as one can see 
from the above list of ASBV and LIBV 





cept), and is justifiable from an econometric standpoint 
only if the estimated intercepts are the same. Third, there 
may bea high degree of imprecision in estimation caused 
by correlations between the non-pension and pension 
variables, making it less clear how confident one should 
be with the findings, one way or the other, economically 
and econometrically. 





Table 4 
1979 1980 1981 
109 093 107 


1.40 1.08 
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TABLE 5 


Basic MODEL REGRESSION SUMMARY STATISTICS 
Usinc SAME (REDUCED) OBSERVATION SET AS CURRENT COST 
ASSET REGRESSIONS 


MopeL: MVE,= a+ a, ASBV,+ o4 LIBV,-t 03PA,+ oPLU,+¢, 


Ga a a a. R i DFE*- 
1979 | | 0.52 93 
^ Estimate -1.33 1.17 -0.99 1.01 -1.35 
t-value -0.23 6.13 -3.50 1.09 -22A 
Prob»? |t| 0.8172 0.0001 0.0007 0.2771 0.0272 
1980 l 0.45 400 ` 
Estimate -0.00 1.75 -1.76 -0.01 -1.13 
t-value -0.49 15.46 -11.97 -0.01 -2.53 
Prob» |t| 0.6237 0.0001 0.0001 0.9855 0.0117 
1981 - . 0.56 419 
Estimate 15.79 1.49 -1.65 -0.05 0.78 
f-value 1.10 19.05 -14.96 -0.15 -2.62 
Prob» [t| 0.2697 0.0001 0.0001 0.8770 0.0089 


* DFE degrees of freedom of regression error. 


coefficient values, the magnitude of the 
differences of the coefficient values from 
the constrained and unconstrained re- 
gressions is extremely small.?? The major 
implication of these results probably lies 
not with the specific measurement error 
model for the non-pension regressors, 
but with the pension regressors. Recall 
that the specification test that compared 
the sum-of-squared residuals (SSR) from 
(13) to the SSR from (14) determined 
that PA and PL jointly do not have zero 
coefficients, 


Replacement of ASBV with ASCC 


The final measurement error model 
seeks to determine whether the regres- 
sion model given by (13a) is better 
specified with ASCC used in lieu of 
ASBV; i.e., whether ASCC—assets at 
current cost—measures MVA with less 
error than ASBV. Unfortunately, data 
availability of the components of ASCC 
—current cost inventories and net 


plant—significantly reduced the number 
of observations available for estimation. 
Thus, to compare the relative perfor- 
mance of ASCC to ASBV, it was 
necessary to re-estimate (13a) using 
ASBV on the reduced set of observations 
used to estimate the models with ASCC. 

Tables 5 and 6 contain the summary 
statistics that accompany the estimation 
of (13a) using ASBV (Table 5) and 
ASCC (Table 6), respectively, on the 
common (reduced) set of observations. 
The comparison of the results on the two 
tables is rather striking. While the 
coefficient values for ASBV in Table 5 
are all significant and exceed one in 
magnitude (ranging from 1.17 to 1.75), 


7 Although no formal test of significance is 
performed, it is unlikely that the differences would in 
fact be statistically significant. Also note that the inter-. 
cepts listed on Tables 3 and 4 are never equal to one 


another in any year. This makes it difficult to make 


inferences based on comparisons of coefficient values for 
ASBV and LIBV in the constrained and unconstrained 
regressions (see previous footnote). 
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| | TABLE 6 
Basic MODEL REGRESSION SUMMARY STATISTICS 
l USING CURRENT COST ASSETS 
MODEL: MVE, = Op + a,ASCC, +a,LIB V, ch os PA, - o4 PLU, ite; 
Qo 0t Oy Qt Qa R? DFE* 
1979 | | 0.40 93 
Estimate 14.76 0.06 0.52 2.31 -1.58 
t-value 1.61 1.35. 3.10 2.25 -2.33 
Prob» || 0.1095 0.1775 0.0025 0.0263 0.0277 
1989 0.32 400 
Estimate 2.86 0.35 -0.19 2.90 ~2.36 
t-value ` -4.90 7.78 -1.89 5.09 -4.97 
Prob» |t| 0.0000 0.0001 - 0.0586 0.0001 0.0010 
1981 0.45 419 
Estimate 1508.93 0.26 0.12 1.64 1.46 
t-value 6.20 7.30 ~1.50 4.65 —4.44 
Prob» |t] 0.0000 ` 0.0001 0.1333 0.0001 


0.0001 





* DFE ssdegrees of freedom of regression error. 


the coefficient values for ASCC (Table 
6) are closer to zero in magnitude (rang- 
ing from 0.06 to 0.35) and are insignifi- 
cant in 1979, The other major result to 
notice from Table 6 is that the coeffi- 
cient values of non-pension debt—ZLJBV 
—are also significantly affected, as these 
coefficients also move toward zero, and 
in fact, become insignificant. This evi- 
. dence seems to suggest that current cost 
assets may add measurement error rather 
than reduce it (relative to historical cost 
assets), °° 


EMPIRICAL RESULTS: EXTENSIONS TO 
INCREASE EFFICIENCY AND PRECISION 


In this section, various econometric 
procedures are employed in an attempt 
to determine whether the results from 
the basic model discussed in the pre- 
ceding section can be made more robust. 
Recall that because of the relatively high 
sample standard errors for the coeffi- 
cients of the pension variables, it was not 
possible to reject the null hypothesis of 


zero for PA and PL in three of 12 (five 
of 12) possible cases at the five percent ` 
(one percent) significance level against 
the two-sided alternative, even though 
the point estimates of the coefficients 
were Often near one (in absolute value). 
This is certainly a problem given the goal 
to distinguish between the theoretical 
benchmarks of zero and one for PA, 
and zero and ~1 for PL. The other 
finding that. makes it difficult to inter- 
pret the regression coefficients of the 


. basic model is the presence of a relatively 


large and significant intercept, a result 
consistent with the notion that the model 


` is misspecified. 


* The finding that current cost assets is a perhaps 
noisier measure of the market value of total non-pension 
assets than historical cost assets is consistent with the. 
findings of Beaver and Landsman [1983]. A result of 
their study which examines the incremental information 
content of the FAS 33 disclosures suggests that the infla- 
tion-adjusted earnings numbers are valued by the market 
as if they are equal to their historical cost counterparts 
plus noise. l : 
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TABLE 7 
F-STATIsTICS CORRESPONDING TO A TEST OF A LINEAR RESTRICTION 
OF THE BASIC MODEL 
Move: MVE, =o ta ASBYV,-+ ou LIBV,-o4 PA, o4 PLU,-t €, 
F-test: 
HO: a= 705 and Qg == 77 Ot. 
HA: Either a, F— a: or o5: — o. 


1979 


| : 1980 1981 
F-Statistic 6.94 ; 


Prob» F 


The first extension of the basic model 
addresses the problem of multicollinear- 
ity in an attempt to increase precision of 
the estimated coefficients. The second 
extension examines whether the use of 
two GLS procedures that model the 
cross-sectional and time dependencies of 
the error structure can increase efficiency 
and thus reduce standard errors of the 
pension variables.?! 


Multicollinearity: 
Net Asset Regression Models 


Recall from the discussion of the basic 
model results that the simple correlations 
of the pension variables with one 
another and of the non-pension variables 
with one another (in deflated form) 
exceed 0.9. The apparently severe collin- 
earity problem might be reduced by esti- 
mating (13a) in net asset form. However, 
recall that a necessary statistical condi- 
tion for netting is that q; =—œ, and 
0,7: —04. Table 7 contains the results 
corresponding to the multivariate F-test 
which implicitly compares the sum of 
square errors from the unrestricted ver- 
sion of (13a) to those from the restricted 
model given by (15): 


MVE,=a5 - o1(ASBV — LIBV), 
+o (PA ~ PLU),-e;' (15) 


0.0012 


12.21 31.56 
0.0001 0.0001 


In no case can the null hypothesis that 
0,7 —0; and z= —o4 be accepted in 
favor of the alternative that at least one 
equality does not hold at the five percent 
level, although we can barely avoid 
rejecting the null at the one percent level 
in 1979. | 
Even though the statistical necessary 
condition for estimation of the net asset 
model given by (15) is not met, the model 
was in fact estimated, with the summary 
statistics appearing in Table 8. The pri- 
mary motivation for estimating the net - 
asset models in spite of the failure to 
meet the statistical necessary condition is 
that the net pension asset variable—and 
not its components—has been the vari- 


*! Several other extensions were considered in an 
attempt to increase efficiency of estimation and eliminate 
estimation bias caused by model misspecification— 
although the results of such extensions offered no new 
insights and can at best be termed **mixed,." One exten- 
sion, for example, focused on the model misspecification 
issue raised by the presence of a significantly large non- 
zero intercept in the basic model regressions. The basic 
model was estimated in a percentage change form, in 
which data from two adjoining years are combined. If 
the basic model was misspecified because of omission of 
a correlated omitted variable (e.g., off-balance-sheet 
items such as operating leases) arising from systematic 
mismeasurement of MVA and MVL, then percentage 
change estimation could potentially eliminate the effect 
of such items on the pension variable coefficients. See 
Landsman [1984] for a full discussion of the extensions. 
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TABLE 8 
NET AssET REGRESSION SUMMARY STATISTICS 
MoDEr:^ MVE, =&o o0; NETNPA,-- o9 NETPA,-t €, 
(to Ga R? DFE* 

1979 0.44 232 
— Estimate 1102.73 0.82 0.88 
I-ratio 2.54 13.63 1.80 
Prob» |t] 0.0114 0.0001 0.0721 

1980 0.33 618 
Estimate 379.62 0.85 0.88 
. tratio 4.87 17.05 2.66 
Prob» [f| 0.0001 0.0001 0.0079 

1981 0.36 621 
Estimate 121.03 0.69 1.09 
f-ratio 6.05 17.72 3.69 
Prob» |z| 0.0001 0.0001 0.0002 


* NETNPA &ASBV —LIBV; NETPA=PA—PL. 
* DFE degrees of freedom of regression error. 


able on which prior studies have focused. 
Estimation of (15) offers the opportunity 
to compare the net pension asset coeffi- 
cient estimates to those from the earlier 
studies. | 
Net non-pension assets, which are 
defined to be ASBV-—LIBV, are 
denoted as NETNPA in Table 8. Simi- 
larly, net pension assets, PA —PL, are 


denoted as NETPA. The expected signs 


of o; and oz —given the expected values 
of the regression coefficients from the 
unrestricted models (equations (13a) and 
(13b))—are each positive. Examination 
of Table 8 reveals that each of the net- 
pension variable coefficients is signifi- 
cantly non-zero at at least the five per- 
cent level, except for 1979 (seven percent 
level). At an informal level, this com- 
pares favorably with the basic model 
regression results (see Table 3) in which 
assets and liabilities have unrestricted 
coefficients. Furthermore, not only are 
the signs of the coefficients positive, but 


in no case is it possible to reject the null 
that the net pension assets have a coeffi- 
cient value of one (at the five percent 
level) in favor of the alternative of in- 
equality. This result is similar to the 
results contained in FS, FM, and Daley. 
Using Daley [1984] as an illustration, 
estimates of UVB's coefficients range 
from roughly 1.0 to 1.75 assuming a tax 
rate of 50 percent. 27 

The likely cause of the increase in the 
robustness—the ability to distinguish be- 
tween values of one ( —1) and zero for 
the pension variable coefficients—is 
most likely attributable to. the reduction 
in the collinearity of the remaining re- 
gressors: the simple correlations of the 
two net asset terms ranged from —0.02 
to 0.14 over the three-year period. 

** It is necessary to make a tax-adjustment to Daley’s 
estimates of UVB's coefficients because his definition of 
UVBincludes the term (1 — 7.), i.e., he defines UVB to be 
equal to (1 —7.) (PL —PA), where 7. is the corporate tax 


rate. It is also necessary to multiply his coefficient 
estimates by —1 because NETPA = —(1— 7.) UVB. 
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Although netting appears to increase 
robustness by permitting statistical dis- 
tinction between zero and one (in abso- 
lute value) for the pension variable coef- 
ficients, bear in mind the caveat that the 
necessary statistical condition for netting 
the two pension and non-pension terms 
was not met. Attention now turns to 
whether specific attempts to model any 
"correlations in the error structure can 
achieve the same goal of reducing stan- 
dard errors of the pension variables. 


SUR and EC Estimation Results 
Two specific models of the variance- 


covariance matrix of the disturbance 
from the basic model (equations (13a) 


and (13b)) that exploit any apparent 


cross-sectional or time dependencies are - 


considered: the Seemingly Unrelated 


Regressions Model (SUR) and the Error 


Components model (EC). Before dis- 
cussing the estimation results from these 


two models, note that because of a soft- 


ware limitation that the estimation prob- 
lem be balanced—i.e., the composition 
of each year's cross-section had to be the 
same—the number of firms (cross-sec- 
tional units) used in the estimation of 
each GLS model was roughly reduced to 
the number of firms available in the year 
with the smallest number of observa- 
tions. This limitation severely reduces 
the number of observations. available to 
both the SUR and EC estimation pro- 
cedures. Furthermore, to facilitate com- 
parison of the SUR and EC results to the 


basic model results, it is necessary to re- 


estimate the basic model regressions on 
the common set of observations to each 
procedure, Table 9 contains the basic 
model regression summary statistics that 
correspond to the SUR observation set 
and the SUR regression summary statis- 
tics. Table 10 contains the basic model 
regression summary statistics that corres- 
pond to the EC observation set and the 
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EC regression summary statistics.?? 


SUR Results 


A comparison of the summary statis- 
tics from the SUR regressions (Table 9, 
Panel B) to those from the correspond- 
ing basic model regressions (Table 9, 


: Panel A) indicates neither set of regres- 


sion estimates to be very impressive. In 
particular: 


e For the basic model, the pension 
asset coefficient is insignificant in 
1979 and 1980, and even has the 
wrong sign in 1980. Also, the pen- 
sion liability coefficient is insignifi- 
cant in 1980. 

e For the SUR model, as with the 
basic model, the pension asset coef- 

ficient has the wrong sign in 1980 
and is insignificant in 1979 and 
1980, and the pension liability coef- 
ficient is insignificant in 1980. How- - 
ever, in contrast to the basic model 

case, the estimated coefficient of the 
pension liability is close to zero. 


The relatively poor estimation results 
for both the SUR and basic models could 
clearly be attributable to the imposition 
of a balanced set of equations which 
reduced the number of observations to 
219 in each year.” It is difficult to 
compare the relative performance of the 
SUR estimators to those from the basic 
model along an efficiency dimension be- 
cause of (1) the poor estimation results 
apparently caused in part by the reduc- 
tion in the observation set and (2) a dif- 
ferent deflator used in each estimated 


33 Recall that the error components model constrains 
the coefficients across the three years to be the same, 
effectively pooling observations not only CTOSS- 
sectionally but across time as well. 

** Both the SUR and basic models were Se: 
throwing out 1979 (the year with the greatest number of 
missing observations). Although the results i improve for 
both the SUR and basic model regressions, there i is still 
no clearly superior set of results, 








0.0346 
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TABLE 9 
PANEL A: Basic MODEL REGRESSION SUMMARY Statistics USING 
SEEMINGLY UNRELATED REGRESSIONS OBSERVATION SET 
PANEL B: SEEMINGLY UNRELATED REGRESSION SUMMARY STATISTICS 
MODEL: = 09 +, ASBV,-- o; LIBV,-- APA -- o4 PLU, €, 
Panel A Qo EA 03 Qs 0. R? DFE” 
1979 . 0.41 214 
Estimate 2.03 1.21 ~1,59 1.09 -1.03 
t-value 3.58 9.11 ~7.83 1.73 -2.03 
Prob» |r] 0.0004 0.0001 0.0001 0.0846 0.0433 
1980 0.67 214 
Estimate 0.01 2.37 ~3.18 -0.46 -0.44 
t-value 0.63 13.39 -11.54 -0.94 el.) 
Prob» ll 0.5285 ` 0.0001 0.0001 0.3440 | 0.2645 
1981 0.46 214 
Estimate 0.36 1.09 ~1.43 1.19 ~1.36 
t-value 4.66 10.97 -9.64 2.71 -3.03 
Prob» |t| 0.0001 0.0001 0.0001 0.0071 0.0027 
Panel B* Oto Oy 03 Os 0 
1979 
Estimate 0.74 1.43 -1.77 0.22 -0.65 
t-ratio 1.91 15.87 -12.65 0.58 -2.17 
Prob» |t| 0.0572 0.0001 0.0001 0.5587 0.0309 
1980 
Estimate 0.01 2.10 -2.64 ~1.02 -0.08 
t-ratio e 0.45 17.45 -}3.67 —3.24 «0.35 
Prob» |t| 0.6508 0.0001 0.0001 0.0013 0.7215 
1981 
Estimate 0.30 1.18 -1.46 0.57 -0.89 
t-ratio 3.50 17.12 ~13.84 2.12 ~3.23 
Prob» Ír] 0.0006 0.0001 0.0001 0.0014 


* DFE =degrees of freedom of regression error. 


P Number of observations per model —219. R? is not computed. 


equation—i.e., different variables are 
used in the SUR and basic model regres- 
sions. However, if one interprets the 
SUR results to be less impressive than 
the basic model results, one possible 
interpretation is that the imposition of 
the SUR assumption requiring that the 
error terms for each firm in the sample 


be correlated across time (in exactly the 
same way) results in a reduction instead 
of increase in efficiency. 


EC Results 


Recall that EC estimation imposes the 
restriction that the observations across 
years be pooled—the resulting model is a 
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TABLE 10 


PANEL A: BAstc MODEL REGRESSION SUMMARY STATISTICS USING 
ERROR COMPONENTS REGRESSION OBSERVATION SET 


PANEL B: ERROR COMPONENTS Mopet REGRESSION SUMMARY STATISTICS 
Monnet: MVE: =a +a ASBV,-- a LIBV, +03PA;+ o4, PLU, €, 











Panel A Qo EN as Q4 R* DFE” 
0.37 652 

Estimate 3.99 1.24 -1.65 0.96 21.17 

t-value 7.39 16.24 «14.31 3.01 -3.80 

Prob» |t] 0.0001 0.0001 0.0001 0.0026 0.0002 

Panel B* l | Uto 03 as Os 

Estimate 213.76 3 —1.40 0.30 0.48 

f-ratio 3.20 12.90 -10.49 1.39 -1.93 

Prob» ft] 0.0014 0.0001 0.0001 0.1647 0.0531 


* DFE mdegrees of freedom of regression error. 


^ Number of observations per model =657. R? is not computed. 


pooled time series/cross-sectional regres- 
sion. Panels A and B of Table 10 contain 
the summary statistics corresponding to 
the basic model and EC regressions, re- 
spectively, estimated on the (common) 
pooled observation set. 


Looking first at the basic model re- | 


gression results in Panel A, we find that 
the coefficients for the pension asset 
term (PA), and pension liability term 
( PLU) are)significant at better than the 
one percent level. Furthermore, the coef- 
ficients of PA and PLU are insignifi- 
cantly different. from 1 and —1, with 
point estimates close to one in absolute 
value. 

Examination of Panel B reveals a very 
different set of results under the EC 
model estimation. The point estimates 
for the coefficient values are all much 
lower than their basic model counter- 
parts, and all are less than one in abso- 
lute value. Furthermore, only PLU?s 
coefficient is nena different from 
Zer O, 


Although a comparison of the stan- 
dard errors from the EC and basic model 
regressions is not valid because different 
deflators are used, the two estimation 
procedures do appear to suggest very dif- 
ferent coefficient values for the pension 
variables. In particular, the results sug- 
gest that if the EC assumptions are valid, 
then pension assets and liabilities may 
have coefficients closer to zero than the 


basic model results indicate. However, if 


the EC assumptions, i.e., the constraints 
imposed on the coefficients and the error 
structure, are not valid, then incorrect 
application of the EC model could bias 
the sample estimates of the coefficients 
and the standard errors.?* 


SUMMARY AND CONCLUSIONS 
The major goal of this paper was to 


?5 This form of model misspecification is likely to be 
more severe than the incorrect imposition of the SUR 
assumptions on the data, since OLS is just a limiting case 
of SUR in which there is no mutual correlation of errors 
across models. 


Landsman 


look for empirical evidence of the rela- 
tionship between pension fund assets 
and liabilities and the market value of 


shareholder equity. The results of the 


basic model are consistent with the theo- 
retical benchmark pension coefficients 
for the case in which pension fund prop- 
erty rights lie fully with the firm—i.e., 
the market prices pension fund assets 
and liabilities as corporate assets and 
liabilities. Because of a lack of robust- 
ness associated with the empirical coeffi- 
cients of the pension variables, several 
empirical extensions were examined to 
reduce the standard errors on the pen- 
sion coefficients. Unfortunately, for a 
variety of reasons, the extensions—taken 
as a whole—did not provide the desired 
increase in robustness. 

Another pervasive problem—the pres- 
ence of a large, nori-zero, statistically 
significant intercept term throughout the 
study—suggests that the empirical model 
may have been misspecified. In particu- 
lar, the intercept term may have been 
capturing the effect of a potentially cor- 
related omitted variable that arises from 
the systematic misstatement of some or 
all of the regressors, especially the non- 
pension variables. To the extent that 
such a variable is correlated with the 
pension variables, the conclusions drawn 
from the results in this study must be 
drawn with care. Clearly, an important 
future extension to this study is to 
develop ways to address this issue.?9 
. However, if the empirical findings of 


this study are taken at face value, then ` 


there may be implications concerning the 
allegations of accounting policy makers 
that unfunded pension obligations are 
really off-balance-sheet corporate liabili- 
ties. Such allegations have given rise to a 
new disclosure rule contained in FAS 87, 
requiring the recognition of the un- 
funded pension obligation as a liability 
in the body of the financial statements of 
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firms affected by FAS 36. The coeffi- 
cient values for pension assets and liabili- - 
ties determined in this study suggest that 
there may be some merit to the FASB's 
contention that the unfunded pension 
obligation is in fact a debt obligation of 
the firm (and conversely, a negative un~ 
funded pension obligation is an asset of 
the firm).? However, it is important to 
note once again that until the several 
empirical problems cited above are re- 
solved, the results of this study should be 
interpreted with care. 

With respect to prior research, the em- 
pirical results of this study are consistent 
with those of FS, FM, and Daley. In 
particular, as noted in the section on 
multicollinearity, the net asset model 
produced coefficient estimates for net 
pension assets similar to Daley. Although 
the point estimates for the pension liabil- 
ity (PL) and net pension assets (PA 
—PL) are consistent with the Miller 
model benchmark of —1, the standard 
errors were consistently too high to re- 
ject the FS, FM, and Daley predicted 
value of approximately —0.5. One obvi- 
ous future empirical extension to this 
study is to explore why the pension vari- 


ables produce coefficients with high 


standard errors relative to the non-pen- 
sion variables. Such research may help 
resolve the empirical issue of how the 
pension liability is priced. Another im- 


28 One possible extension that attempts to deal with the 
significant intercept term is to estimate the empirical 
model on a subsample of **no-growth" firms. Because 
the theoretical pension coefficients as derived in the first 


. Section are a function of firm-specific growth rates, to 


the extent that the empirical sample firms are not zero- 
growth firms, the pension coefficient estimates will be an 


average of the individual firms’ coefficients. It is possible 


that the non-zero Ee of this averaging 
phenomenon. 

?' Although FAS 87 requires recognition ofa liability 
to the extent that the unfunded pension obligation is 


~ positive, no provision is made for an asset if the 


unfunded pension obligation is negative. The results of 
this study are not consistent with this asymmetrical 
treatment of the unfunded pension obligation. ` 
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portant empirical extension, as noted 
above, is to design a way to address the 
presence of the non-zero intercept term. 

Equally as important as the empirical 
extensions to this study is the need to 
explore the theoretical properties of the 
balance sheet equation-based model on 
which the empirical tests are based. In 
particular, because the model is new to 
the equity valuation model literature, 


The Accounting Review, October 1986 


much research remains to be done— 
especially in the area of comparing the 
theoretical properties of the balance 
sheet equation-based model to those of 
the earnings-based approach adopted by 
FS, FM, and Daley. Such a comparison 
could be done both in a pension and 
non-pension context (i.e., with pensions 
included and omitted from the compari- 
son). 
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ABSTRACT: This paper examines the hypothesis that managers reduce reported earnings 
during labor union contract negotiations relative to earnings released before and. after 
contracts are negotiated. Analyzing earnings around labor negotiations provides. evidence 
regarding when managers manipulate accounting earnings and, hence, information regarding 
the costs and benefits of managing earnings. We find no evidence of lower than expected 
earnings during negotiations. Time series of quarterly and annual unexpected earnings, using 
several measures of expected earnings, are examined around labor talks for a sample of 105 
unionized companies over the period 1968-1981. Both random and matched samples of firms . 
not engaged in labor negotiations also are chosen. The time series of earnings during labor 
talks for the unionized sample is indistinguishable from that of the random and matched 
samples. An analysis of these firms’ quarterly earnings time-series properties and their 
abnormal stock returns suggests that in this sample period unionized firms had less incentive 


to reduce earnings because they already were performing poorly. 


accounting choices are systematically 
affected by firm contracts based 
explicitly on accounting numbers and sit- 
uations which implicitly use accounting 


P RIOR research finds that managers' 


numbers. Management compensation . 


plans and corporate bond covenants 
often are based explicitly on accounting 
numbers. The evidence suggests that 
these contracts and their specific terms 
influence managers’ accounting choices, 
Government regulatory agencies (e.g., 
public utility rate regulators) that explic- 
itly use accounting numbers to restrict 
managers' actions also affect managers' 
choices of accounting procedures. In 
addition, the firm's political sensitivity, 
frequently measured by firm size, 


appears to affect managers’ accounting - 


decisions even though accounting num- 
‘bers are used only implicitly in the politi- 
cal process (see Christie [1986] for rele- 
vant studies). 
This paper analyzes another set of cor-. 


porate contracts hypothesized to affect 
managers’ accounting choices—labor 
contracts.? Unlike most executive com- 
pensation contracts and debt agreements, 
few labor contracts are explicitly based 
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on accounting numbers,? although a 
leading labor economics textbook sug- 
gests that earnings are used in labor con- 
tract negotiations: ‘‘If profits are high 
and the business outlook is good, [the 
union leader] can afford to make large 
demands. If business is declining and 


profits are failing, he may have to be 


content with holding the- present wage 
level”? [Reynolds, 1978, p. 390]. The 
financial press provides additional exam- 
ples: 


Mr. Fraser (United Auto Workers) and 
Thomas Miner, Chrysler's vice presi- 
dent of labor relations, both noted that 
because of the company's weak finan- 
cial condition and the auto industry's 
continued poor outlook, workers 
couldn't expect big gains in this pact 
[Wall Street Journal, 9/17/82). 

The union (United Auto Workers) says 
it deserves some wage-and-benefit 
gains. It points to the company's 
(Caterpillar) earnings of $3 billion for 
the past six years... [Wall Street 
Journal, 10/6/82]. 


The hypothesized effect of reported 
accounting numbers on labor negotia- 
tions is similar to the hypothesized effect 
of earnings on the political process. In 
both cases, managers! reports of lower 
earnings are assumed to affect the pro- 
cess implicitly. Voters, politicians, and 
union members presumably do not 
adjust completely the reported numbers 
for managers! expected manipulations 
because such adjustments are costly. 
The existence of information costs is 
assumed to create incentives for manag- 
ers to report lower earnings, thereby 
influencing both the political process 
and labor talks. The two situations differ 
if labor unions have greater incentives to 
undo managers! manipulations or have 
lower information costs than partici- 
' pants in the political process. 


This paper develops and tests the 
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. hypothesis that managers reduce earn- 


ings released during contract talks rela- 
tive to earnings released before and 
after the negotiations. Analyzing earn- 
ings around labor negotiations provides 
evidence regarding when managers ma- 
nipulate accounting earnings and, hence, 
information regarding the costs and ben- 
efits of managing earnings. The evidence 
in this study is inconsistent with the view 
that managers depress earnings during 
contract talks. 

The next section discusses how ac- 
counting earnings might affect labor 
talks, followed by a section explaining 
the data sources and sampling proce- 
dures. A fourth section describes our 
research method, which is to examine 
various time series of quarterly and 
annual unexpected earnings around con- 
tract negotiations. A section on results. 
indicates no evidence that managers of 
unionized firms report lower than ex- 
pected earnings during labor negotia- 
tions. Several measures of expected earn- 
ings are employed. Both random and 
matched samples of firms not engaged in 
labor negotiations also are chosen. The 
time series of earnings during labor talks 
is indistinguishable from that of the ran- 
dom and matched samples. However, 
the quarterly earnings time-series prop- ` 
erties of firms with labor contracts differ 
from those of the random sample. In 
particular, over the sample period of 
1974-1981, the firms with labor con- 
tracts exhibit, on average, a downward 
drift in seasonally differenced quarterly 
earnings as compared to the random 
sample. The drift also occurs in the sam- 
ple of firms matched by firm size and | 


* In rare cases, union members’ wages are explicitly 
tied to reported earnings. Eastern Airlines, for example, 
has a union contract directing the firm to pay back 
workers 3.5 percent in withheld wages plus a bonus of as 
much as 3.5 percent if Eastern earns at least two percent 
on revenue [Wall Street Journal, 9/17/82}. 
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industry. An analysis of these firms’ 
abnormal stock returns indicates that 
this negative earnings drift is consistent 
with their generally poor real operating 
performance which was. anticipated by 
the stock market. This finding suggests 
that in this sample period, unionized 
firms had less incentive to reduce earn- 
ings because they already were perform- 
ing poorly. A final section interprets and 
summarizes the findings. 


DEVELOPMENT OF THE HYPOTHESIS 


The accounting literature and popular 
press present the hypothesis that man- 
agers manipulate earnings surround- 
ing labor contract talks. This section 
explores a possible argument for this 
hypothesis. The argument assumes 
unions want information regarding the 
firm’s economic rents, and accounting 
earnings provide information about eco- 
nomic rents. It is then asserted that the 
benefits to managers of depressing earn- 
ings during contract talks exceed the 
costs. 

Economic rents either arise from 
monopoly profits or are the returns from 
previous firm-specific investments De, 
quasi-rents). Economic rents affect 
union bargaining if either of two models 
of labor unions is adopted: the monop- 
oly model that assumes the union maxi- 
mizes the wage bill [Cartter, 1959, pp. 
80-84; Rees, 1973, pp. 126-133; and 
Baldwin, 1983] or the bargaining model 
that assumes the union uses its power to 
strike to appropriate some of the firm's 
(quasi- or monopoly) rents [Ashenfelter 
and Johnson, 1969 and Tracy, 1985]. 
Under the monopoly model, the firm's 
rents are likely correlated with the firm's 
derived demand for labor. As a rational 
monopolist, the union provides labor up 
to the point at which the marginal reve- 
nue of supplying labor is equated with its 
marginal cost. Under the bargaining 
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model, the union's resolve to strike 
depends on the firm's economic rents. 
As profits increase, the union expects 
larger wage concessions. To increase the 
probability of realizing these conces- 
sions, the union uses its power to strike 
as a bargaining device. Under both the 
monopoly and bargaining models of 
unions, economic rents affect the 
union's demand. 

Accounting earnings act as ; surrogates 
for economic rents as long as less costly 
alternative sources do not provide simi- 
lar or better information on rents. If 
unions can observe outputs, inputs, and 
prices, then alternative sources of infor- 
mation on economic rents exist. In addi- 
tion, if unions can collect and organize 
these sources to provide, at less cost, 
similar or more accurate information 
than accounting earnings, unions will 
not rely on reported profits as surrogates 
for economic rents. Therefore, the hy- 
pothesis that managers manipulate 
reported earnings surrounding contract 
talks requires the assumption that alter- 
native information sources do not elimi- 
nate totally the unions’ reliance on 
accounting earnings. ; 

The anticipated benefits to managers 
of manipulating earnings are the lower 
wage bills. That is, wages will be higher 
if earnings are not reduced during con- 
tract talks. Managers’ costs of manipu- 
lating earnings are (1) the increased 
default costs due to greater likelihood of 
technical default on bond covenants, 
and/or (2) reduced managerial pay from 
executive compensation packages based 
on reported earnings. Both of these costs 
are bounded by the non-zero costs of 
renegotiating debt and/or compensation 
contracts. Presumably, these renegotia- 
tion costs are low since debtholders and 
shareholders benefit from lower wage 
bills, ceteris paribus. 

The benefits of manipulating earnings 
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can be diminished for several reasons. 
First, labor officials can adjust the 
reported earnings, to some extent 
undoing accounting manipulations. If 
the information used in making these 
adjustments is costless, union leaders 
can adjust earnings completely. Hence, 
the hypothesis that managers depress 
reported earnings during labor talks 
requires the assumption that these infor- 
mation costs are positive. Second, union 
leaders may learn over time of managers' 
manipulations. Contract talks usually 
Occur every three years. In this repeated 
game, it is assumed that either managers 


do not reduce earnings during every 


negotiation or that turnover in union 
leadership precludes unions from com- 


pletely adjusting earnings. The validity. 


of these various assumptions is an empir- 
ical issue. | 

Given that managers have incentives 
to manipulate earnings, the manipula- 
tion can take several forms. By deferring 
revenue recognition or accelerating cost 
recognition, reported earnings during 
labor negotiations are reduced and earn- 
ings following the talks are raised rela- 
tive to what they would have been absent 
management's manipulations. Such 
accounting effects can be induced by 
altering accounting accruals [Healy, 
1985]. For example, obsolete inventories 
can be written off or allowances for un- 
collectible receivables can be increased 
unexpectedly in the current period. 
Future period earnings will be higher 
than previously anticipated to the extent 
inventory write-offs and uncollectible 
allowances are lower. Such accounting 
accrual decisions do not involve changes 
in accounting procedures (e.g., changing 
depreciation methods) and are within the 
scope of management's normal discre- 
tion. Moreover, the accrual manipula- 
tions are implemented more easily dur- 
ing the first three fiscal quarters since 
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these earnings are not audited. It is 
unlikely that managers will change 
accounting procedures during contract 
talks since these manipulations are easily 
Observed and the repeated game nature 
of labor contracts necessitates switching 
back to the previous procedure after the 
talks. Hence, this paper examines the 
time-series pattern of earnings surround- 
ing labor contract talks. In particular, 
earnings released during contract talks 
are hypothesized to be lower than earn- 
ings released before and after negotia- 
tions. 


DATA SOURCES 


The information regarding union 
employers, unions, and contract negotia- 
tion dates was drawn from two sources. 
The Wage Calendar, published yearly by 
the U.S. Department of Labor, lists bar- 
gaining agreements that cover at least 
5,000 employees and that are scheduled 
to expire in the calendar year. The Wage 
Calendar only follows selected indus- 
tries, however, so the Wall Street Jour- 
nal Index (WSJI ) was searched for addi- 
tional contract signings during the period 
1965-1981. Since our tests are conducted 
on both annual earnings and quarterly 
earnings, annual and quarterly contract 
samples were constructed. To be in- 
cluded in the samples, labor contracts 
identified in the Wage Calendar or WSJI 
must meet the following criteria: 


1. The negotiating employer is a com- 
pany with annual earnings data on 
Compustat for the negotiation year 
and the following year, or quar- 
terly earnings data, including earn- 
ings release dates, on Compustat 
for the period 1974-1981; 

2. The contract is negotiated during 
the years 1965 through 1981 for the 
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annual analysis or the years 1974 
through 1981 for the quarterly 
analysis;? 

3. For annual analysis purposes, the 
company is listed in Moody's 
Industrial Manual and reports on a 
calendar-year basis. A calendar- 
year basis is chosen. to simplify 
assumptions regarding timing of 
earnings releases (see section on 
tests of annual data [pp. 709-710]). 

4. If the company negotiates with 
several unions, all labor contracts 
expire on the same date (If con- 
tracts expire at different times, 
management's incentive to shift 
income across periods is reduced.); 

5. Twenty percent or more of the 


firm's employees are covered by 


the contract. Alternative cut-offs 
of zero and 50 percent also were 
used without altering the results. 


The Wage Calendar lists the num- 


ber of employees covered by the 
contract and Compustat's annual 
database lists the total number 
employed. 


Table 1 summarizes the data collection 
results. In the annual sample, each labor 
contract is negotiated every three or four 
years, except for ten contracts (repre- 
senting nine different firms) which cover 
only 18 months to two years. In the 
quarterly sample, four contracts of four 
firms cover less than three years. For the 
annual and quarterly samples, 576 and 
303 company-year contract observa- 
tions, respectively, are available from the 
Wage Calendar and 658 and 401 are 
available from the Wall Street Journal 
(WSJ). The final annual sample size of 


242 contracts represents 105 firms, while ` 
in the quarterly sample, 134 contracts: 


represent 85 firms. For both the annual 
and quarterly contract samples, about 40 
to 50 percent of the observations are lost 
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because the necessary financial informa- 
tion regarding the company is not avail- 
able on Compustat. 


RESEARCH METHOD 


This section describes tests of the 
hypothesis that managers depress earn- 
ings during contract talks. Quarterly and 
annual accounting earnings reported 
during contract talks were compared to 
earnings reported at other times. In con- 
ducting these tests, certain issues were 
addressed, such as timing issues involv- 
ing earnings release dates, the construc- 
tion and use of control samples of firms, 
and the selection of earnings expectation 
models. These issues are discussed i in the 
following subsections. 


Timing Issues 


Testing whether earnings are reduced 
during union negotiations requires speci- 
fying the particular quarter's or year's 
earnings number subject to management 
manipulation. Examining the WSJI for 
1974-1978 revealed the opening date of 
negotiations was reported for 19 con- 
tracts listed in the Wage Calendar. In 
these instances, the mean duration of the 
talks was 2.53 months, indicating that, 
on average, only one quarterly earnings 
report is released during contract talks. 
Four of the 19 contract talks exceeded 
three months. Quarterly or annual earn- 
ings numbers released just prior to con- 
tract approval are defined as the ‘‘nego- 
tiation period earnings" and denoted as 


* The year 1965 was selected for the annual earnings 
tests because this was the first year labor contracts were 
reported in the Wage Calendar. The year 1974 was 
selected for the quarterly tests because the 1983 
Compustat files do not have quarterly earnings data ` 
available prior to 1973. Note that mandatory wage and 
price controls (Nixon's Phase II) were in effect from 
11/14/71 to 1/11/73 [Ruback, 1982]. Those controls 
precede the quarterly test period, but they fall in the 
middle of the annual earnings test period. Excluding 
Observations during wage and price controls does not 
alter the results of the annual tests. 
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TABLE 1 


SUMMARY STATISTICS OF THE QUARTERLY AND ANNUAL CONTRACT SAMPLE SELECTION PROCEDURE. 
ORIGINAL SAMPLE SIZE BY SOURCE, NUMBER OF CONTRACTS DELETED FOR 
VARIOUS REASONS, AND FINAL SAMPLE SIZE. - 





Samples 
Annual Quarterly 
Number of contracts listed in 
Wage Calendar 
1968-1981 576 
1974-1981 303 
Number of contracts reported in 
Wall Street Journal 
1965-1981 658 
1974-1981 " 401 
Less: 
a) Contracts where company not listed in 
Moody's Industrial Manual 5 — — — 
b) Contracts listed in Wage Calendar — 89 ve 42 
c) Contracts where company not on calendar year: 43 61 — — 
d) Contracts where information not available 
on Compustat 240 242 113 222 
e) Contracts where employer negotiated with 
several unions in overlapping time periods 72 82 33 60 
f) Contracts covering less than 20% of all 
employees 56 102 70 30 
Total by Source 160 82 87 47 
Final Sample (all sources): 
Total number of contracts 242 134 
Number of companies 105 85 
Final sample as a percentage of total possible 
sample 19.6% 19.0% 





t=0 earnings. For example, suppose a 
contract is signed on August 1, 1976. If 
earnings for the second quarter ended 
June 30, 1976 are released in July, the 
second quarter would be considered as 
“negotiation period earnings" and 
denoted ¢=0. If the second quarter’s 
earnings are released in August, the first 
quarter’s income is denoted £0. 
Determining the ‘‘negotiation period 


earnings" requires a comparison of the 
earnings release date to the date the con- 
tract was approved. The contract ap- 
proval date is not available for all the 
contracts selected from the Wage Calen- 
dar. Restricting the sample to only those 
cases where both earnings release dates 
and contract approval dates are available 
reduces the sample size by roughly two- 
thirds. Accordingly, the following proce- 
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dures determine the negotiation period 
earnings for the quarterly tests. (The 
procedure for defining the negotiation 
period earnings for the annual tests is 
described later.) 


1. For those deeg selected 
from the Wage Calendar, the con- 


tract approval date is assumed to- 


be the date reported in that publi- 
cation as the beginning of the new 
contract period. If the WSJI indi- 
cates a different date, that date is 


used as the contract approval date, 


2. The negotiation period (¢=0) is 
defined as the latest quarter of the 
fiscal year for which the earnings 
release date reported on Compustat 
precedes the contract approval 
date. 


The tests reported in this paper exam- 
ine the one quarterly earnings number 
released prior to contract approval or the 
beginning of the new contract. Subse- 
quent tests reveal that combining quar- 
ters ¢=0 and ¢= —1 or defining quarter 

— —] as the negotiation quarter does 
not alter the results. 


. Control Samples 


Two control samples are selected: a 
random sample and a matched sample. 
A random sample of 85 firms was chosen 
to provide information regarding how 
the contract sample differs from an aver- 
: age Compustat firm. Specifically, every 
28th firm of the alphabetically ordered 


Compustat Quarterly Industrial file was . 


selected to obtain a total of 85 firms. If a 
randomly selected firm also appeared in 
the contract sample, it was disregarded 
and the next alphabetical firm was 
selected. Each random sample firm was 
assigned the contract dates of a contract 
sample ‘firm, where both samples were 
alphabetically organized. 

A sample of matched firms also was 
selected to.control for possible industry 
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and size effects on the unionized firms’ 
performance. All the tests were . repli- 
cated substituting this matched control 
sample for the randomly selected control 


. sample. The matched control sample was 


constructed by selecting firms in the 
same four-digit SIC industry with 1978 
sales within 25 percent of the contract 
firm's 1978 sales. When a match did not 
exist at the four-digit SIC level, three- 
digit and then two-digit industries were 
examined for possible matches. Firms 
that engaged in union contract negotia- 
tions but failed to meet the criteria for 
inclusion in the contract sample were not 
included in the matclied sample. The pro- 
cess reduced the original sample size by 32 
percent, from 134 contracts to 91 con- 
tracts, because 23 firms. could not be 
matched at the two-, three-, or four-digit 
SIC level. Contract firms without suit- 
able matches are predominantly in the 
auto, can, farm equipment, and electri- 
cal equipment manufacturing industries. 

The matched sample is composed of 
61 contracts matched at the four-digit 
SIC level, seven contracts matched at 
the three-digit level, and 23 contracts 
matched at the two-digit level. The 
matched and random samples produce 
very similar results, except where noted. 

Table 2 summarizes the differences 
between the contract and random sam- 
ples. The first two columns indicate that 


the mean 1978 sales, total assets, number 


of employees, market value, and the 
ratio of long-term debt to market value 
of the contract firms exceed the respec- 
tive means of the random sample firms 
at the .05 level (two-tail f-test).* These 


5 Since some of tlie firms have multiple labor con- 
tracts, data for the year 1978 are used to compare the 
contract and random sample firms. This procedure 
prevents firms with multiple contracts from dominating 
the results by entering the comparison more than once. 
The year 1978 is chosen because it is the middle year of 
the quarterly contract sample period. 
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‘TABLE 2 | 
COMPARISON OF CONTRACT SAMPLE AND RANDOM SAMPLE Firms iN 1978 
(LEVELS IN MILLIONS OF DOLLARS) 


1978 Levels — — Ratio of 1981 to 1974 Levels 





Contract Random Contract Random 
Sample Sample. Sample Sample 

Number of firms* | p 85 85 85 85 

Mean Sales $3,537 $65 199  — 3.115 
Standard Deviation 8,550 1,353 ^. 4461 3.417 
Median 980 191 1.785 2.328 
t-statistic 3,05¢e¢ -2.88*«* 

Mean Total Assets $2,464 $ 580 1.909 2.636 
Standard Deviation 4,602 1,066 628 2.465 
Median 942 . 187 1.880 2.000 
t-statistic 3.68*** -2.56*** 

Mean Number of Employees. 48,984 10,003 1.037 1.992 
Standard Deviation 114,776 18,664 483 3.202 
Median 18,195 2,762 982 1.206 
t-statistic | 3.97*** -2.62*** 

Mean Firm Market Value*® ` $1,420 $ 4850 — 2255 4.529 
Standard Deviation 2,570 1,091 1.141 6.679 
Median 561 | 122 1.991 2.467 
t-statistic | 3.10*** l l -3.02*** 

Mean (Long-Term Debt/ 

Market Value) | ,389 309 1.081 1.091 
Standard Deviation l .208 .223 1.148 1.652 
Median .394 287 856 812 
t-statistic | 2.39*** -.04 

Mean (Net Income/Total Assets). -,041 039 836 343 
Standard Deviation 880 089 3.350 10.060 
Median 047 067 984 905 
t-statistic 1.04 A5 

Mean Market Model Beta 851 1.010 
Standard Deviation 321 413 
Median 799 932 
t-statistic -22.16*** 





$ Firms remaining after excluding coritracts where less than 20 percent of employees are covered. 
** Book Value of Long-Term Debt + Book Value of Preferred Stock + Market Value of Common Stock at Year- 


d. 
*** Difference in means of contract and random sample firms is significant at .05 level (two-tail t-test), 


findings reveal that our sample of con- 
tract firms is biased toward larger firms. 
The contract firms also have statistically 


significantly smaller common stock betas, ` 


While not statistically significant, the 
contract firms have lower returns on 
assets than the random sample firms in 
1978. Additional evidence.on the relative 
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profitability of the two samples is pro- 
vided in the section on test results. — 

The last two columns of Table 2 report 
growth ratios for the two samples over 
the period 1974-1981. The contract sam- 
ple experienced nominal growth in sales, 
assets, number of employees, and 
market value. The random sample exper- 
ienced statistically significantly greater 
growth in these variables over the same 
period. 

Recomputing the Table 2 summary 
statistics using the matched sample and 
the reduced contract sample (not 
reported) produces no statistically signif- 
icant differences in any of the first two 
columns’ variables, except that the 
unionized firms continue to have a lower 
mean market model beta (t-statistic of 
—8.46). Thus, the matching procedure 
controls for firm size, number of employ- 
ees, market value, and leverage. How- 
ever, some mean growth ratios still differ 
significantly betwen the contract and 
matched samples. The ratios of 1981 to 
1974 levels for sales and market values 
are lower for the contract than the 
matched samples (f-statistics of —1.72 
and —2.17, respectively). The matched 
sample performed better than the union- 
. ized firms over the period 1974 to 1981. 


Earnings Expectation Models 


To assess whether annual or quarterly 
earnings are manipulated by manage- 
ment, we compare actual to expected 
earnings for all negotiation and sur- 
rounding periods. Annual earnings are 
assumed to follow a random walk. Unex- 
pected annual earnings are then the dif- 
ference between the current year's and 
the previous year's earnings. Unex- 
pected quarterly earnings are estimated 
using two expectations models. The first 
model [see Foster, 1977 and Benston and 
Watts, 1978] accounts for the seasonality 
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of quarterly earnings and any trend con- 
tained in the most recent quarterly 
income figures. Unexpected earnings for 
firm i at quarter t, FE;,, are calculated 
as: 


FE, = Qu | 
—(Qu d; b(Qua— Qus) (1) 


where Q; is firm i’s earnings per share in 
the year ¢ and d, and D, are the estimated 
coefficients. | 

Forty quarters of earnings data, the 
maximum available on Compustat, are 
employed in the analysis.” Reported tests 
use nominal earnings per share figures 
adjusted for changes in the number of 
shares. (Deflating earnings in quarter t 
by the Consumer Price Index at the start 
of quarter ¢ does not alter the findings.) 
All quarters except negotiation quarters 
are included in the estimation.* As an 
alternative estimation procedure, only 
quarters preceding the negotiation 
quarter are used, provided that at least 
ten quarterly observations are present. 
This alternative procedure, whereby the 
earnings expectation model is re-esti- 
mated for each contract negotiation, 
produces results (not reported) very simi- 
lar to those reported. 

The second quarterly expectations 


5 Analysts’ forecasts were not used as expected earn- 
ings because analysts might factor into their forecasts 
managers’ income-reducing tendencies surrounding 
labor contract negotiations, thereby reducing the power 
of the tests. 

7 Compustat figures are the final earnings numbers, 
not the **as reported,” preliminary numbers in the WSJ. 
To check the possibility that managers release lower 
preliminary numbers during contract negotiations 
and report higher final numbers, we compared the 
Compustat figures to earnings as announced in the 
WSJI. Tests based on a subsample of thé firms over the 
fiscal years 1974-1978 failed to reject the null hypothesis 
that earnings revisions and negotiation quarters are inde- 
pendent. 

8 The negotiation quarter is excluded only when calcu- 
lating the dependent variable Q,,—Q,-«, where the 
negotiation quarter is Q,. This results in about one of 
every 12 observations being deleted (since labor contracts 
generally are negotiated every three years). 
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model employed assumes expected earn- 


ings this quarter are equal to actual earn- 


ings four quarters ago. Hence, unex- 


pected earnings are: 
FE;,= Qi: m Qi (2) 


Neither unexpected earnings «model 
controls for real production (cash flow) 
effects produced by union wage negotia- 
tions. For example, if wages rise follow- 
ing negotiations, earnings in quarters 
+1, +2,... are lower than in quarter 
0. The lack of Compustat data on total 
wage bills precludes adequate control for 
these wage adjustments. Accordingly, 
the tests assume these effects are small 
and do not mask managers’ accounting 
manipulations. 

Besides testing whether unexpected 
annual earnings in negotiation periods 
differ from unexpected earnings in non- 
negotiation periods, unexpected annual 
accounting accruals also are examined.? 
Using accounting accruals is a more 
powerful test if accruals are subject to 
managerial manipulation surrounding 
contract talks and cash flows are not 
manipulated. Annual accruals are 
assumed to follow a random walk. The 
hypothesis is that management manipu- 
lates accounting accruals (the difference 
between. reported earnings and cash 
flows) during contract negotiations. 
Three approximations of accounting 
accruals are used: (1) the sum of the 
changes in accounts receivable and inven- 
tories less the sum of. depreciation, the 
change in accounts payable, the change 
in income taxes payable, and deferred 
taxes (see Healy [1985]); (2) the change 
in accounts receivable; and (3) the 
change in inventory balances, For each 
of the three accrual measures, the total 
accruals for the negotiation period and 
the preceding period are compared. 
Increases or decreases in a measure from 
one period to the next are noted. 
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TEST RESULTS 


The test results do not support the 
hypothesis that managers depress earn- 
ings released during labor contract talks. 
The quarterly results are presented first, 
followed by the annual results. 


Tests of Quarterly Data 


As described above, equation (1) is 
used as one method for estimating unex- 
pected quarterly earnings in the negoti- 
ation quarter. Individual time-series 
models are estimated for each firm in the 
contract, matched, and random samples 
using up to 35 quarterly observations. 
The fewest number of observations in 
any estimation is 20. We first present 
various time series of quarterly earnings 
surrounding the negotiation quarter. 
Then the results of estimating expected 
quarterly earnings time-series models 
and their interpretations are presented. 

The Time-Series Behavior of Quar- 
terly Earnings Surrounding Labor Nego- 
tiations, The analysis examines the time- 
series behavior of earnings surrounding 
the negotiation quarter (quarter 0). To 
measure unexpected earnings activity 
around the negotiation quarter, two 
standardized variables are calculated for 
each firm in ‘‘event time." The results 
are presented in Table 3, where t=0 
denotes the quarterly earnings release 
preceding the end of the contract negoti- 
ation. The variables are calculated begin- 
ning seven quarters prior to and ending 
four quarters following the negotiation 
period. A three-year time span is 
employed, as most contracts examined 
were renegotiated every three years. In 
only four cases was a contract negotiated 
to cover an 18-month to two-year time 
period. For these observations, only 


? Quarterly accruals are not examined due to the lack 
of balance sheet data on the quarterly Compustat 
database. 
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those quarters between contracts are 
included in the calculations. 


Two standardized variables are re-. 


ported. Computed for each contract, 
they then are weighted equally in averag- 
ing the results across observations in 
event time. 18 


(Q.—E(Q))/ Ales (3) 
(Q. = Q,-4)/ SD lag i (4) 
where EE 


Q,=earnings per share in 
quarter £, adjusted for 
changes in the common 
stock base; ` 

O,—E(Q,)=unexpected earnings per 
share in quarter £ using 
equation (1); 

Säi Standard deviation of the 
forecast error, Q, — E(Q); 
SD, = standard deviation of the 
seasonally differenced 
quarterly earnings per 

share Q— Q.... 


The first ratio is unexpected earnings 
from equation (1) deflated by the stan- 
dard deviation of the forecast errors. 
The second ratio, based on equation (2), 
is the change in earnings from the fourth 
preceding quarter deflated by the stan- 
dard deviation of that change in earn- 
ings. Time series of the standardized 
variables’ cross-sectional means (equa- 
tions 3 and 4) are computed and reported 
for both the contract and random sam- 
ples. Also, the time series of cross- 
sectional mean differences between the 
contract and random samples are com- 
puted. Differences are computed for 
each matched pair (i.e., the contract 
sample firm's standardized variable less 
the corresponding random sample firm's 
standardized variable). All tests were 
replicated (not reported) using the 
reduced contract and matched samples. 


The Accounting Review, October 1986 


As noted earlier, event time for the 
random and matched sample firms cor- 
responds to the negotiation quarter of 


. the corresponding contract firm. The 


first alphabetically arranged random 
firm is assigned the contract dates of the 
first alphabetically arranged contract 
firm, and so forth. A matched sample 
firm is assigned the contract dates of its 
corresponding contract firm. 

Table 3 indicates that quarters 0 and 
—1 are not depressed relative to other 
quarters. Hypothesis tests are conducted 
on both the contract sample's time series 
of standardized variables (the first two 
columns of Table 3) and the differenced 
(contract less random sample) time series 
(last two columns of Table 3). Two 
empirical tests are conducted: (1) mean 
standardized unexpected earnings in 
quarters —1 and 0 are compared to 
mean standardized unexpected earnings 
in quarters —7 to —2, and (2) the mean 
standardized unexpected earnings in 
quarter zero is compared to the mean in 


quarter +1. Parametric two-tail t-tests 


and nonparametric Wilcoxon ranks tests 
are used to assess statistical significance. 
The first test De, the mean standard- 
ized unexpected earnings in quarters —1 
and 0 compared to mean standardized. 
unexpected earnings in quarters ~7 to 
—2) does not result in any statistically 


V? Alternative measures (not reported) also were calcu- 
lated without changing any inferences. For 'example, 
quarterly earnings or seasonally differenced quarterly 
earnings were divided by either the firm's share price at 
the beginning of quarter ¢ or the share price at the end of 
quarter t. These four variables control for the market’s 
expectations of changes in cash flows. If managers 
depress reported earnings and not cash flows during con- 
tract talks, earnings will fall but share price will not 
change. These ratios bias the tests in favor of finding the 
hypothesized time-series pattern if wages unexpectedly 
rise following contract talks. In this case, unexpected 
cash flows and stock prices fall, causing the earnings-to- 
price ratio to rise during the talks. In spite of this bias, the 
calculated mean earnings-to- -price ratios are inconsistent 
with managers depressing earnings during Kee negotia- 
tions, 
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TABLE 3 
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AVERAGE STANDARDIZED QUARTERLY EARNINGS IN EVENT TIME. 
QUARTER ZERO IS THE EARNINGS RELEASED PRIOR TO THE END OF CONTRACT NEGOTIATION 





Differenced Ratios 
Contract Sample Random Sample (Contract. —Random) 
(Q.— E(Q)) (Q.—Q.-) (Q.-E(Q)) (Q.- Qima) (Q.—E(Q)) (Q.— Q..) 
Quar. ter / SDre / SD. / daf /S. tog / Ss /S. log 
~] ~.032 .056 -.028 054 ~.004 .002 
-b 4310 Kr 006 089 .304 264 
~ . #139 .242 013. lil .126 131 
-4 .003 BE .051 231 e MR -.072 
~3 106 180 -.062 145 :,168 .035 
-2 ~.074 083 -.004 217 -.070 -.134 
-] : -,100 .001 .007 159 äi —-.158 
0 082 .138 -.062 108 144 .030 
l -.182** ~.069* 060 205 -.242** -.274** 
2 ~.036 ~,030 .035 141 -,071 -.171 
4 -.031 -.008 -.053 112 .022. -.120 





* Significantly different from quarter zero at .10 level using two-tail t-test. 


Së Significantly different from quarter zero at .05 level using two-tail f-test and Wilcoxon two-tail ranks tests. 


Q, earnings per share in quarter f, 


E(Q,) x expected quarterly earnings from the autoregressive time-series model, 
SD, standard deviation of the forecast errors from the autoregressive time-series model, and 


BD, standard deviation of Q,— Q.... 


significant differences using either the 
t-test or Wilcoxon test. Under the second 
test, both standardized variables’ means 
in quarter zero are statistically larger 
than the corresponding means in quarter 
+1 at the .10 level (two-tail t-test) in the 
contract sample (first two columns of 
Table 3) and when contract and random 
samples are differenced (last two 
columns). However, the decline in the 
standardized variables from quarter 0 to 
quarter +1 is opposite the hypothesized 
change (i.e., managers are predicted to 
increase earnings following contract 
talks). Wages rising and accounting 
earnings falling following contract sign- 
ing would induce the observed time- 
series pattern. All the preceding tests 
were repeated using the matched control 
sample in place of the random sample 
and no test statistic achieved statistical 


significance. These findings are inconsis- 
tent with the hypothesis that managers 
depress earnings before wage settle- 
ments. +? | 


! The reported standardized earnings’ means in Table 


A are higher in quarter zero than the two quarters 


preceding contract talks and in the quarter following 
contract signing. Real production effects that mask any 
accounting manipulations might explain this time-series 
pattern. For example, during labor talks, production 
might be raised in anticipation of labor strikes. Higher 
production levels cause unit costs to fall and total profits 
to rise under absorption costing. If production is cut 
nox contract signing, unit costs rise and total profits 
fall. 
To test for real changes in production levels surround- 
ing labor talks, quarterly inventory data were collected. 
Forty-eight of the 121 sample contracts for industrial 
firms reported quarterly inventory levels in Moody's 
Industrial Manual. Two ratios were calculated: 
inventory in quarter ¢ divided by quarter t—1 sales and 
the change in inventory from quarter £—1 to t divided 
by quarter (—1 sales. The ratios were calculated for t 
ranging from quarter —7 to +4. There is no evidence 
indicating that inventory levels rise during or preceding 
contract talks. These findings are consistent with those 
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TABLE 4 


SUMMARY STATISTICS FROM ESTIMATING THE AUTOREGRESSIVE MODEL OVER 
1974-1981 For 85 CONTRACT Firms AND 85 RANDOM SAMPLE FIRMS. 
NEGOTIATION QUARTERS ARB EXCLUDED FROM THE ESTIMATION. 


Qu di OO. Seck bi( Ques = Qus) T £s 


Contract Sample (N =85) 


Residual Autocorrelation Coefficients 


Intercept — Slope Lat Lag 1 Lag 2 Lag 3 Lag 4 Lag 5 
Mean -.011 357 183 .039* .006 ~.026 -.271* -.021 
Median .009 .375 .120 006 -.005 ~.019 -.295 -.023 
Std. Dev. .146 .278 .196 118 140 154 188 ASS ` 
% Negative 43.5% 10.5% — 44,7% 52.9% 57.6% 90.6% 56.5% 

Random Sample (N=85) 
Residual Autocorrelation Coefficients 

Intercept Slope R Lag 1 Lag2 > Los? Lag 4 Lag 5 
Mean 031 317 154 011 026 009 -.195* 000 
Median O17 312 087 .002 009 ~.013 -.174 -.004 
Std. Dev. .100 .282 .170 102 157 185 188 163 
% Negative 25.8% 10.6% — 47.0% 44.7% 52.9% 85.9% 51.8% 


Results of two-tail t-tests of differences of means for contract and random samples: 


t-statistic Significance 
Intercept -2.226 027 
Slope 921 358 


* Significantly different from zero at 1% level (two-tail f-test). 
* Unadjusted R". 


Results of Estimating the Quarterly 
Time-Series Model. Summary statistics 
of the autoregressive model estimations 
for the contract and random samples are 
presented in Table 4. Included are the 
average estimated coefficients, unad- 
justed R? figures, and residual autocor- 
relation coefficients. 

A relatively large proportion (43.5 
percent) of contract sample firms has a 
negative estimated intercept. In compari- 
son, 25.8 percent of the random sample 
firms have negative intercepts. The esti- 


mated mean intercepts of the two sam- 
ples differ significantly, as indicated by 
the two-tail ¢-tests of the differences of 
means. The mean slope coefficient in the 
contract sample, while not statistically 
significantly larger than in the random sam- 
ple, indicates that seasonally differenced 





reported by Tracy [1985]. He finds that changes in 
inventory to sales are unrelated to strike activity around 
contract talks. 

The preceding tests do not control for the higher wage 
bills after contract signing. 
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earnings are more highly serially cor- 
related in the contract sample than in 
the random sample. This higher cor- 
relation likely is due to the contract 
sample being composed of larger firms, 
whose year to year fluctuations are typi- 
cally less pronounced than the fluctua- 
tions in the random sample's smaller 
firms. On average, the contract sample 
firms have slightly higher unadjusted 
R?’s than the random sample firms. 
Both samples have relatively large fourth- 
order residual autocorrelation. This 
residual autocorrelation is not captured 
by the simple autoregressive model. A 
second regressor, (Q..,— Q...), was 
added to the regression to include the 
dependence (results not reported). This 
reduced the contract sample's mean 
fourth-order autocorrelation to —.079, 
while that of the random sample was 
lowered to —.049. These autocorrela- 
tions still differ significantly from zero 
but are substantially smaller than those 
calculated without the additional regres- 
sor. Other parameters in Table 4 were 
not materially altered by the addition of 
the second regressor, except the mean 
and median unadjusted R? rose to 
approximately .40 for both samples. All 
the tests were replicated using the mul- 
tiple regression with (Q,-.—Q,-s), and 
none of the study’s inferences are 
changed. 

Summary statistics in Table 4 were 
recomputed using the 62 contract firms 
and their matched counterparts (not 
reported). The mean intercepts of the 
matched and reduced contract samples 
are no longer statistically different. The 
contract sample mean and median inter- 
cepts ( —.007 and .012) are slightly higher 
than those reported in Table 4 and the 
matched sample mean and median inter- 
cepts (—.001 and .015) are slightly lower 
than the random sample's mean and 
median. 
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The smaller intercepts of the contract 
firms relative to those of the random 
sample indicate that these firms had 
smaller drift in seasonally differenced 
quarterly earnings than the randomly 
selected firms over the time period of 
1974-81." The contract sample's smaller 
drift is consistent with the contract firms 
exhibiting poor operating performance 
relative to that of the random sample.” 
This possibility is examined next. 

If the contract firms incurred real cash 
flow declines over the period 1973-1982, 
and if these declines were not fully antic- 


- ipated by the market, then stock returns 
of the contract firms should exhibit 


negative abnormal performance and the 
random sample should not. Monthly 
equity rates of returns are obtained from 
the CRSP file for the period 6/69-12/81. 
For each sample firm i, abnormal perfor- 
mance in month ¢ is calculated using the 
simple market model estimated over the 
60 months preceding month £. Then the 
one-period forward prediction error, 
PE, is calculated using the estimated 
market model coefficients: 


PE, Ka (Bie T Ba R me) 


R;,=continuously compounded 
(log transform) rate of return 
of firm i in month g; 

R,,—continuously compounded 
(log transform) equally- 
weighted market index in 
month 1; 


V The sign of the drift of seasonally differenced earn- 
ings depends on the sign of the intercept if the process is 
stationary. See Pindyck and Rubinfeld [1981, p. 520]. 

“ Poor operating performance and the smaller inter- 
cepts in the quarterly earnings time-series models might 
be due to managers in the unionized firms using dif- 
ferent accounting procedures than managers in ran- 
domly selected firms. No differences were found between 
the accounting method choices of the two samples. 
Examined choices included depreciation, inventory, 
investment tax credits, and amortization of past service 
costs, 
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TABLE 5 
CUMULATIVE ABNORMAL RETURNS (CAR) FROM MARKET MODEL REGRESSIONS 7/74-12/81 
EQUALLY WEIGHTED MARKET INDEX | 
CONTRACT, RANDOM, AND MATCHED SAMPLES 
(Z-STATISTICS IN PARENTHESES) 
Contract Less Random Sample (85 firms) Contract Less Matched Sample (62 firms) 
Time No. of 
Period Months | Contract Random Difference Contract Matched Difference 
A. 7/ 74-12/81 90 -.233 * 009 —.242 -.119 -.099 -.020 
(-1.530) ( .060) (71.220) ( -.890) ( -.730) (-.130) 
B. 7/74-12/76 30 .000 -.007 .007 .066 .036 .030 
( .000) (-.070) ( .060) ( .760) ( .400) ( 260) 
C. 1/77-6/19 30 ~.226 ** ~.006 -.220 ** -.185 ** -.131 ** -.054 
(-2.760) (-.120) (71.990) (-3.050) '(-2.050) (7.870) 
D. 7/79-12/81 30 -.008 .022 -.030 -.008 ~.004 .004 
| ( -.080) ( .290) ( -.250) ( -.080) ( -.050) ( .040) 


$ Statistically significant at the .10 level (one-tail t-test) 
** Statistically significant at the .05 level (one-tail t-test) 


Gin B, coefficients from estimating 
^. the market model over t-61 to 
GL, 


The estimated coefficients (â, and B) 
are updated for each month / by rees- 
timating the market model using the 
most recent 60 observations. The aver- 
age monthly portfolio abnormal rate of 
return, PE,, where p is the contract or 
random sample, is generated by equally 
weighting the monthly prediction errors 
of the sample p firms. The monthly pre- 
diction errors are then summed to derive 
cumulative abnormal returns (CAR) for 
each sample over the period 7/74 to 
12/81. | | 
Table 5 reports cumulative abnormal 
returns for the contract, random, and 
matched samples over the entire period 
of 7/74 to 12/81 (Row A) and the three 
equal subperiods comprising the entire 
period (Rows B, C, and D). The first 
three columns of Table 5 compare the 
entire contract sample to the random 
sample. The last three columns of Table 
A compare the reduced contract sample 


to the matched control sample. Match- 
ing by industry and size decreases the 
contract sample from 85 firms to 62 
firms. Over the entire period (row A), 
the contract sample experiences a statis- 


tically insignificant relative decline of 


24.2 percent compared to the random 
sample and a two percent relative decline 
compared to the matched sample.!^ Only 
for the subperiod 1/77 to 6/79 are cumu- 
lative abnormal returns of the contract 
sample relative to those of the random 
sample statistically different from zero. 


" During this same subperiod, the reduced 
contract and matched samples have sta- 


** Under the assumption that the monthly average 
prediction errors are independent and identically dis- 
tributed, a Z-statistic is calculated to assess significance. 
The Z-statistic is computed as: 


1 a 
" en L PE, 
~ (0°(PE,,)/n)'? 


where n is the number of months in the cumulation and 
o(PE,,) is the variance of the calculated portfolio 
prediction errors across time, 
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tistically significant negative CAR's of 
18.5 percent and 13.1 percent, respec- 
tively. However, the paired difference 
(contract less matched) is not different 
from zero. 

The findings in Table 5 are consistent 
with the contract firms experiencing 
unanticipated cash flow declines over at 
least a portion of the sample period. 
These reduced cash flows were not 
restricted to unionized firms but ex- 
tended to similarly sized firms in the 
. same industry. 

The contract firms reported a negative 
mean earnings to total assets ratio in 
1978 (Table 2) while the random firms 
reported a positive mean accounting rate 
of return. The matched sample firms 
also had a positive mean accounting rate 
of return in 1978 (not presented). These 
results are consistent with a study by 
Clark [1984] who finds that the presence 
of unions reduces accounting rates of 
return after controlling for firm, indus- 
try, and market differences. 

Sensitivity Analysis. Additional tests 
were conducted to ascertain the sensitiv- 
ity of the results to various assumptions. 
These are described briefly below. 


(a) The preceding tests assume that 
the last quarterly earnings announced 
before the new contract begins is the one 
likely to be depressed. However, in some 
contract talks, quarters —1, —2, or —3 
might be reduced. To test this possibil- 
ity, for each contract and the two stan- 
dardized measures, the quarter with the 
smallest earnings measure over quarters 
—'] through +4 is identified. Then, for 
each quarter i, the frequency across con- 
tracts of the smallest measure is con- 
structed. A Kolmogorov-Smirnov test 
using the random sample's distribution 
of frequencies as the expected distribu- 
tion fails to reject the null hypothesis of 
no difference between the random and 
contract samples. !5 
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(b) The net benefits of earnings ma- 
nipulations might be less in times of 
financial distress than at other times. 
Managers’ incentives to reduce earnings 
decline if the likelihood of bond 
covenant default is higher. Likewise, 


unions might have better alternative 


sources of information regarding firm 
performance during financial down- 


turns (e.g., layoffs and plant closings) 


than during other times. To test this 
possibility, the contract sample is split 
based on the sign of the time-series 
model intercept. Tests conducted in 
Table 3 on the standardized variables are 
repeated first for firms with negative 
time-series model intercepts and 
then for firms with positive intercepts. 
Under the hypothesis being tested, the 
positive intercept subsample should 


. exhibit earnings manipulations more fre- 


quently in quarter zero than firms with 
negative intercepts. The evidence (not 
reported) does not support this hypothe- 
sis. 
Labor strikes also reduce the power of 
the tests if strikes increase earnings fluc- 
tuations or if strikes affect managers’ 
incentives to manipulate earnings. The 
evidence (not reported) does not support 
this conjecture. The WSJI was examined 
for evidence of strike activity surround- 
ing contract talks. The contract sample is 
split according to whether a strike did or 
did not occur in the three months pre- 
ceding the new contract's approval. The 
85 contract talks (63 percent of the 
sample) not involving strikes have statis- 
tically insignificantly greater earnings in 
quarter 0 than quarter +1 under both 
standardized measures. 

Finally, since layoffs are easily ob- 


15 A chi-squared test which assumes that the expected 
frequency of the lowest earnings measure is equal across 
quarters also is calculated for the two standardized mea- 
sures. The null hypothesis of no difference between the 
actual and expected frequencies is not rejected. 
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served by unions, earnings manipula- 
tions are likely to have less impact on 
negotiations when firm employment is 
declining. The contract sample is split on 
the negative or non-negative firm-wide 
employment change in the year of.con- 
tract talks from the preceding year. 


Neither subsample (i.e., decreased and 


not decreased employment) evidences 
depressed earnings during labor talks. 


(c) Each preceding test uses average 


results across all observations. It is possi- 


ble that managers systematically reduce 
only the large positive unexpected earn- 
ings, the effect of which is diluted in the 
means. One possibility is that managers 
are more likely to decrease earnings 
when forecast errors (i.e., unexpected 
earnings) are positive, To test this 
hypothesis, the largest 20 percent of 
standardized forecast errors in negotia- 
tion quarters is compared to the largest 
20 percent of forecast errors in non- 
negotiation quarters. | 

The means of the largest 20 percent of 


standardized unexpected earnings in 


negotiation quarters are not statistically 
significantly smaller than the means of 
the top 20 percent of forecast errors in 
all other quarters. These findings reject 
the hypothesis of earnings manipulations 
when large positive unexpected earnings 
are realized in negotiation quarters. 

(d) We further hypothesize that the 
motivation to manipulate earnings is 
greater if the employer is the first com- 


pany in the industry to negotiate a new . 


(three-year) contract with a specific 
union. Using the companies reported in 
the Wage Calendar, the test statistics in 
Table 3 are recomputed for contracts in 
which the company was the first in its 
industry (as defined by two-digit SIC 
code) to have contract talks. It is con- 
cluded that the timing of contract nego- 


tiation within the industry does not alter 


the previous findings, - 
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(e) Finally, if the negotiation quarter 
(i.e., quarter zero) was the fourth quar- 
ter, it is deleted and the analysis is per- 
formed using the remaining data. This 
test eliminates two potentially confound- 
ing effects: (1) the presence of an annual 
audit, which reduces management's dis- 
cretion over fourth-quarter results, and 
(2) the effect of management compensa- 
tion plans. Managers are less likely to 
reduce reported earnings in the fourth . 
quarter, because the bonus pool, and 
hence, management compensation, is 
reduced.!* If negotiation period earnings 
occur prior to the fourth fiscal quarter 
and they are depressed, the compensa- 
tion pool is unaffected to the extent 
earnings following t=0 are raised. 
Deieting all fourth-quarter negotiation 
quarters does not alter the previous find- 
ings. 


Tests of Annual Data 


Like the quarterly findings, tests of 
annual earnings reject the hypothesis 
that managers depress earnings during 
labor talks. In particular, the following 
analyses were conducted: 

Alternative Earnings Measures. The 
annual sample of contract firms is exam- ` 
ined using a random walk model for 
expected earnings, as described earlier. 


We use three alternative measures of 


earnings: (1) adjusted earnings per share, 
(2) net income after extraordinary items, 
and (3) income available to common 
stockholders. In addition, three alterna-. 
tive definitions for changes in annual 
accounting accruals are used: total accru- 
als, the change in receivables, and the 
change in inventories, Use of these mea- 
sures is unable to reject the null hypoth- 


ie This statement assumes that annual earnings are be- 
tween the lówer and upper bounds that constrain the size 
of the bonus pool. See Healy [1985]. 
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esis of no depressed earnings during 
union contract talks. 


Alternative Timing Conventions. As 


noted earlier, all firms in the annual sam- 
ple report on a calendar-year basis. In all 
annual analyses, when contracts are 
negotiated within seven months of a cal- 
endar year’s close, the *'negotiation 
period” chosen as year zero is the most 
recently completed fiscal year (e.g., all 
contract negotiations completed from 
January 1976 through July 1976 defined 
1975 earnings as the negotiation period 
earnings). To test the sensitivity to this 


July timing convention, May, June, and. 
August conventions also are used. Also,- 


the sample of firms is restricted further 
in one test to only those contracts signed 
between May and July. These contract 
talks are the most likely to have been 
exposed to last year's earnings and, 
hence, the test should have the most 
power. Again, there is no evidence that 
managers depress earnings during con- 
tract talks. | 

Alternative Test Statistics. Test statis- 
tics are calculated defining year 0 as the 
negotiation period and years —1 and +1 
as the non-negotiation periods. Two-by- 
two contingency tables of the frequen- 
cies of positive/negative unexpected 
earnings (or accruals) in the negotiation 


and non-negotiation periods are. con-: 


structed. Then, chi-squared statistics are 
computed. Negotiation periods will show 
larger frequencies of negative unexpected 
earnings than non-negotiation periods if 
managers depress earnings during con- 
tract talks. Chi-squared statistics fail to 
reject the hypothesis that managers 
reduce earnings during labor talks. Also, 
the mean standardized unexpected earn- 
ings (or accruals) in the negotiation year 
and the subsequent year are calculated 
and found to be insignificantly different. 
In no case is the proportion of negative 
unexpected earnings in the negotiation 


709 


period significantly greater than in the 
following year. In most cases, the pro- 
portion of negative forecast earnings is 
greater in the year after the negotiation 
period. The proportion of the annual 
sample with declines in accruals also is 
calculated for the two periods, with no 
change in the results. 


INTERPRETATIONS AND SUMMARY 


. The tests reported in this paper are 
inconsistent with the hypothesis that 
managers reduce earnings reported dur- 
ing labor contract negotiations. Three 
(non-mutually exclusive) interpretations 
of the findings exist. First, as the firms 
were experiencing poor real operating 
performance, managers did not adjust 
earnings during the sample period. Sec- 
ond, no manipulations occurred, as 
unions can undo them. Third, the tests 
lack sufficient power to detect manage- 
ment's earnings adjustments. These 
explanations are discussed below. 

(1) During the sample period (roughly 
1969-1981), the unionized firms per- 
formed poorly and, hence, managers in 
these firms had little incentive to depress 
reported earnings during contract talks. 
Three pieces of evidence suggest that the 
unionized firms had financial difficulties 
during the test period. First, negative 
accounting rates of return and smaller 
growth rates for the contract sample 
compared to the random sample are 
reported in Table 2. Second, average 
negative drift in seasonally differenced 
earnings among contract firms is 
reported in Table 4. And third, Table 5 
shows that the unionized firms had nega- 
tive abnormal stock returns during the 
sample period. A matched sample of 
similarly sized firms from related indus- 
tries also performed poorly over the 
sample period, providing some evidence 
that the contract sample's poor perfor- 
mance should not be attributed entirely 
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to unionization. However, the contract 
sample had statistically significantly 
smaller growth in sales and market value 
during 1974 to 1981 than its matched 
counterparts, indicating some real costs 
of unionization. | 

Under this interpretation of the find- 
ings, the costs to managers of further 
depressing accounting earnings during 
contract talks likely exceed the benefits. 
This suggests that managers of these 
unionized firms possibly depressed 
earnings during contract talks when their 
firms were profitable, but such earnings 
manipulations were abandoned when the 
firms were less profitable. 

(2) The unions can undo managers’ 
accounting manipulations. Managers 
engage in (costly) earnings manipula- 
tions if the unions are unable to adjust 
completely the reported numbers. How- 
ever, union officials have incentives to 
undo managers’ accounting manipula- 
tions if such manipulations affect labor 
negotiations. Reynolds [1978, p. 390] 
claims that, with so much at stake, union 
officials are financially sophisticated and 
able to accurately assess the firm's and 
industry's financial position indepen- 
dently of management's disclosures. If 
the unions are able to undo managers' 
manipulations, there is no reason for 
managers to engage in this costly exer- 
cise. 

The tests performed in this paper rely 
on publicly available data (i.e., past 
earnings). Labor officials can undo man- 
agers’ adjustments to the same extent 
that our tests can detect such manipula- 
tions unless, because of large sample 
sizes, our tests are more powerful than 
the unions’ ability to adjust the num- 
bers. The implicit assumption in this and 
other papers is that the tests are suffi- 
ciently powerful to detect manipulations 
given that they occur, while non-manag- 
ers (voters, politicians, unions, or boards 
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of directors) are unable to completely 
adjust for such manipulations. 

.(3) Managers manipulate reported 
earnings to affect labor negotiations but 
the tests lack sufficient power to detect 
such manipulations. Several reasons can 
explain the low power of the tests. First, 
the normal variability in quarterly or 
annual earnings is large relative to the 
amount of earnings manipulation during 
labor talks. While our tests are based on 
at most 242 observations, this might not 
be large enough to reduce standard 
errors. 

Second, the tests lack power because it 
is difficult to specify which quarterly or 
annual figure is subject to manipulation. 
Although different timing assumptions 
are used, it is unlikely that any given 
assumption applies to all observations. 
In contrast, Healy [1985] can identify 
which annual earnings number is subject 
to manipulation since the compensation 


contract specifies how the bonus pool is 


related to reported earnings. 

Finally, the tests lack power because 
they do not control for the effect of 
union contract talks on the firm's cash 
flows. For example, higher wages fol- 
lowing the contract reduce earnings, 
thereby masking any managerial account- 
ing manipulations and reducing the 
power of the tests. 

Contracts that explicitly use account- 
ing numbers have been found to affect 
managers’ accounting choices. Presum- 
ably, implicit uses of accounting 
numbers also can affect accounting deci- 
sions. It was expected that labor contract 
talks, while not explicitly based on 
accounting numbers, would implicitly 
use those numbers in the negotiation 
process, thereby creating incentives for 
managers to manipulate earnings. Labor 
contract talks are like the political pro- 
cess in their implicit use of accounting 
numbers, but are unlike the political pro- 
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cess in that only earnings released during 
contract talks are subject to manipula- 
tion. In our sample of firms, there is no 
evidence that the benefits of adjusting 
earnings (i.e., the anticipated wage sav- 
ings) exceed the cost (i.e., reduced man- 
agement compensation and/or technical 
default costs on debt covenants). Alter- 
natively, the benefits might exceed the 
costs, but the earnings adjustments, 
being too small relative to the normal 
variance of earnings, are difficult to 
detect. 

Three related papers also examine 
managers' incentives to manipulate earn- 
ings. Healy [1985] analyzes the role of 
accounting numbers in executive com- 
pensation contracts. DeAngelo [1986a 
and 1986b] analyzes the time-series 
behavior of accounting numbers sur- 
rounding (a) proxy contests and (b) 
negotiated management buyouts in 
“going private" transactions. Healy 
hypothesizes that managers can increase 
their bonuses by manipulating account- 
ing accruals. In DeAngelo [19862], man- 
agers are hypothesized to raise reported 
earnings before the resolution of proxy 
contests to increase their likelihood of 
winning the election. DeAngelo [1986b] 
hypothesizes that managers can decrease 
the price they pay outside shareholders 
when they take the firm private by low- 
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ering reported income prior to the 
“going private" transaction. Like the 
present study, these three papers assume 
that costly information prevents non- 
managers (e.g., unions, boards of direc- 
tors, stockholders, and their financial 
advisors) from fully adjusting the 
reported numbers for any managerial 
opportunism. 

Healy [1985] and DeAngelo. [19862] 
find evidence of managerial manipula- 
tion of earnings surrounding bonus 
determination and proxy contests, 
whereas DeAngelo [1986b] and the pres- 
ent study are unable to document any 
managerial opportunism. Assumirig that 
the tests have sufficient power to detect 
manipulation and that such manipula- 
tion benefits managers because the out- 
side parties are unable to make offsetting 
adjustments, the four studies' conflict- 
ing results suggest that (a) managers' 
perceived benefits of earnings manipula- 
tion differ across contracts and situa- 
tions and/or (b) non-managers have 
either different information costs or dif- 
ferent incentives to acquire information. 


: These four studies and subsequent ones 


will help delineate the nature and magni- 
tude of managers’ perceived benefits of 
earnings adjustments and non-manag- 
ers’ information costs and their incen- 
tives for information acquisition. 
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Nores 
Evidence on the Relationships 
Between Earnings and Various 
Measures of Cash Flow 
Robert M. Bowen, David Burgstahler and Lane A. Daley 


ABSTRACT: In recent years, there has been renewed interest in cash flows. This paper 
describes empirical relationships between signals provided by accrual earnings and various 
measures of "cash flow" (CF). We include among definitions of CF both "traditional" 
measures that include simple adjustments to earnings data (i.e., net income plus depreciation 
and amortization, and working capital from operations) as well as "alternative" measures that 
incorporate more extensive adjustments (defined in the paper). Evidence is presented on three 
issues. First, the correlations among various measures of CF are examined to determine 
whether the signal provided by a given CF measure differs from the signal provided by others. 
` Second, various measures of CF are correlated with earnings to lend evidence on whether the 
CF and earnings signals are similar. Third, we provide evidence on the ability of earnings and 
cash flow measures to forecast one period and two period ahead cash flows and, in so doing, 
we examine the FASB's assertions that earnings are superior to CF in predicting future CF. 
Results can be summarized as follows. First, the observed correlations between traditional 
cash flow measures and alternative CF measures that incorporate more extensive adjustments 
are low. Second, the correlations between alternative measures of CF and earnings are low 
while the correlations between traditional measures of CF and earnings are high. These first 
two results are consistent with earnings and alternative measures of CF that incorporate more 
extensive adjustments conveying different signals. Finally, for four out of five cash flow 
variables, the results are consistent with the hypothesis that random walk models predict CF 
as well as (and often better than) models based on other flow variables. An exception to this 
general result is that net income plus depreciation and amortization and working capital from 
operations appear to be the best predictors of cash flow from operations. Overall, these 
results are not consistent with the FASB's statements that earnings numbers provide better 
forecasts of future cash flows than do cash flow numbers. 


INTRODUCTION 


N discussions in the financial press 
and in research papers, the defini- 
tion of ‘‘cash flow" is often some 
minor variant of net income plus depre- 
ciation and amortization (NJDPR).' In 
recent years, however, alternative cash 
flow measures have been advocated by 
accounting practitioners, the business 
media, and academics (e.g., Robert 
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Morris Associates [1982], Greene [1981], 
Largay and Stickney [1980], Gombola 
and Ketz [1983], and Drtina and Largay 
[1985]). 

Accounting research is generally con- 
cerned with the relationship between 
accounting signals and user decisions. In 
this paper, we are specifically concerned 
with the relationships between earnings 
and various CF measures, focusing on 
the differences among various defini- 
tions of CF. Three specific questions are 
addressed: 


Q1. Are the traditional CF measures 
used in previous research highly 
correlated with alternative mea- 
sures of cash flow that have re- 
cently been advocated by aca- 
demics and practitioners? 

Q2. Are accrual accounting earnings 
and cash flow measures highly 
correlated? 

Q3. Does earnings or a CF variable 
best predict future cash flows? 


Each of these interrelated questions is 
relevant for studies that examine the role 
of CF data in user decision models. By 
examining the properties of various 
accounting variables, we attempt to 
assess the potential importance of an 
additional accounting input (CF) to user 
decision models without defining the 
specific decision context.? This is an 
approach similar to that taken by 
Dharan [1984] in examining the potential 
information content of oil and gas re- 
serve value disclosures. Examples of 
other studies in the accounting literature 
which examine the properties of account- 
ing numbers without defining a specific 
decision context are found in: (1) Foster 
[1986]; (2) the Ball and Foster [1982, pp. 
202-203] discussion of studies which 
examine how reported accounting num- 
bers are affected by the use of alternative 
methods available under GAAP; and (3) 
the Gonedes and Dopuch [1974] review 
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of studies which attempt to assess the 
importance (materiality) of an account- 
ing change by examining the relative 
magnitude of the change on Ber other 
accounting numbers. 


A Test of Earnings Versus Cash Flows as 
Predictors of Future Cash Flows 


The Financial Accounting Standards 
Board (FASB) states in Objectives of 
Financial Reporting by Business Enter- 


prises [1978] that the primary objective 


of accounting data is to: 


provide information to help present 
and potential investors, creditors, and 
others assess the amounts, timing, and 
uncertainty of prospective net cash in- 
flows to the related enterprise (para- 
graph 37). 


However, the FASB contends that finan- 
cial reporting should focus on earnings 
as opposed to CF data because earnings 
are argued to be superior to CF data as a 
predictor of future CF:? 


Information about enterprise earnings 
based on accrual accounting generally 
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* Altman, Haldeman, and Narayanan [1977] and 
Chen and Shirmerda [1981] survey five studies in which 
CF is defined as net income plus depreciation and amor- 
tization. Other examples include Strischek [1980], 
Fulmer et al. [1984], and Standard and Poor's [1982]. 

? CF data are potentially useful in any decision context 
in which accrual data are commonly used including: a) 
predicting financial distress; b) assessing the risk, size, 
and timing of loan decisions; c) predicting credit ratings; 


. d) “valuing” closely held companies; and e) providing 


incremental information in securities markets. 

3 Similar assertions of the superiority of earnings data 
are found in FASB [1976], SEC ASR No. 142 [1973], and 
FASB [1981]. 
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provides a better indication of an enter- 

prise's present and continuing ability to 

generate favorable cash flows than 

information limited to the financial 

aspects of cash receipts and payments . 
(p. ix). 


Furthermore, the FASB [1979] main- 
tains that decision makers form esti- 
mates of future CF by using earnings 
numbers rather than CF data: 


The relationship may be identified in a 
two-stage process for the assessment of 
future cash flows: a) Reports of past 
earnings are used for the assessment of 
future earnings. b) An adjustment is 
then made to the assessment of future 
earnings to derive an assessment of 
future cash flows (paragraph 8). 


The FASB asserts that historical earn- 
ings are clearly superior to historical CF 
4n predicting future CF. We present a 
test of the hypothesis: 


Null Hypothesis: Earnings and cash 
flow data are equally effective as predic- 
tors of future cash flows. 

Alternative Hypothesis: Earnings out- 
perform cash flow data as predictors of 
future cash flows. 


Our test of the FASB’s assertion relies 
on two assimptions: (1) (at least) one of 
the measures of CF examined herein is a 
measure of interest to decision makers, 
and (2) one- and two-year-ahead fore- 
casts of CF from simple prediction 
models provide an adequate basis for 
comparing the relative predictive ability 
of earnings and CF data. 

^ The remainder of the paper is orga- 
nized as follows. The cash flow variables 
. are defined in the next section. In the fol- 
lowing two sections, data on the contem- 
poraneous correlations between earnings 
and the cash flow variables, and prelim- 
inary evidence on the ability of cash flow 
and earnings to predict future cash 
flows, is presented. The paper closes 
with a summary. 
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DEFINITION OF Caso FLOW 
AND EARNINGS VARIABLES 


We define five measures of cash flow. 
The first two CF measures involve rela- 
tively few adjustments to reported accru- 
al earnings. These are the traditional 
measures commonly discussed in the 
financial press and used in most earlier 
research on **cash flows.” 

The first traditional CF measure, 
NIDPR, results from adding back depre- 
ciation and amortization to net income 
and is defined as:* 


NIDPR =NIBEI+ DPR 
where 


NIBEI=Net income before extraor- 
dinary items and discontin- 
ued operations (Compustat 
Item No. 18), and 

DPR=Depreciation and amortiza- 
tion charges (Item No. 14). 


A second traditional measure of cash 
flow, WCFO, is the result of further 
adjustments to earnings to remove the 
effects of gains and losses on asset sales, 
gains and losses on investments ac- 
counted for by the equity method, amor- 
tization of bond premiums or discounts, 
and deferred taxes, i.e., 


WCFO=NIDPR +adjustments for 
‘other’ elements of NIBEI 
not affecting working capi- 


tal, 
where WCFO z Item No. 110 


Following Largay and Stickney [1980] 
and Gombola and Ketz [1983] we define 
a third CF measure, CFO, using changes 
in non-cash current assets and current 


* Each variable discussed in this section implicitly hasa 
firm/time subscript which has been omitted to simplify 
the notation. 
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liabilities (other than cash,* notes pay- 

able, and the current portion of long- 

term debt), obtained from changes in 

i gem accounts on the Compustat 
es: 


CFO=WCFO—Anon-cash current 
assets from operations | 
+Acurrent liabilities from 
operations 

= WCFO—-AREC~—AINV 
~AOCA+AAP+ATP 
+AOCL 


- where 


AREC=change in accounts receivable 
during the period (Item No. 

_AINV=change in inventories during 
the period (Item No. 3), 

AOCA =change in other current assets 
during the period (Item No, 
68), 

AAP=change in accounts payable 
during the period (Item No. 
70), 

ATP=change in taxes.payable dur- 
ing the period (Item No. 71), 
and 

AOCL=change in other current lia- 
| bilities during the period 
(Item No. 72). 


"These adjustments to WCFO can be 
viewed as conversions of amounts in- 
cluded in earnings to approximate the 
corresponding cash basis amount (e.g., 
subtracting the change in receivables can 
be viewed as conversion of revenues to 
approximate the cash collected from cus- 
tomers).? 

We next adjust CFO for the period's 
investment activities to arrive at cash 
flow after investment but before financ- 
ing (CFAI), which is an important com- 
ponent in many firm valuation models 
and is emphasized in lending and bond 
rating decisions; 
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CFAI=CFO+PSPPE t PSI - APPE - 
T AINVMT 


where 


.JPSPPE — proceeds from the sale of 
property, plant, and 
equipment (Item No. 
107), 

PSI=proceeds from sale of 
investments (Item No. 
109), 

APPE=amount of capital expen- 
ditures during the period 

(Item No. 128), and 
AINVMT =increase in investments in 
other corporations during 
the period (Item No. 129). 


To complete the continuum and 
because the change in cash (CC) may 
contain less measurement error than 
other measures, we include it as a fifth 


CF measure: 


CC=CFAI + net financing activity for 
the period 
=change in cash and shorts 
. marketable securities during the 
period (Item No. 1). 


SAMPLE SELECTION AND RESULTS— 
QUESTIONS 1 AND 2 


This section discusses the sample selec- 


*'We define cash to include short-term marketable 
securities. 

6 Like Largay and Stickriey [1980] and Robert Morris 
Associates [1982], but unlike Gombola and Ketz [1983], 
our definition excludes changes in notes payable and the 
current portion of long-term debt under the premise that 
these relate more to financing activities than to opera- 
tions. Also, as in all previous studies, because of data 
limitations, we make no attempt to adjust for changes in 
noncurrent accounts related to operations such as long- 


` term receivables. 


7 A line by line cash basis equivalent to the income 
statement would require more data than is available from 
Compustat or in corporate financial statements. For 
example, a detailed conversion of revenues to cash 
collected from customers must adjust for items such as 
progress payments and other advances from customers 
in addition to the changes in current and ae 
accounts receivable. 
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tion criteria and presents the results of 
tests of contemporaneous correlation 
between: (1) the various cash flow mea- 
sures, and (2) cash flow measures and 
earnings. | 

There are strong time-related trends in 
each CF series. Consequently, high cor- 
relations in the levels of any two vari- 
ables would not necessarily indicate that 
the variables provide the same signal. 
Therefore, first differences and percent- 
age changes are analyzed.? 


Sample Selection 


Data needed for the cash flow conver- 
sions are available only after the funds 
statement became mandatory in 1971. 
Since a time series of the variables was 
required for the analysis, only firms with 
complete data on all required items for 
the period 1971-1981 were retained in 
the sample. There were 1,289 firms on 
Compustat that met this requirement. 
To ensure that the process of conversion 
to cash flow is consistent across firms 
and across time, we retained only firms 
that used the working capital format 
every year. To check this, the net change 
in working capital, computed using data 
on current assets and current liabilities, 


was compared to the difference between ` 


total sources and total uses of funds. 
Firms were retained in the sample only if 
these alternative measures of net change 
in working capital were substantially 
equal. This check eliminated 965 firms, 
leaving a final sample of 324 firms.? 
Although the sample selection require- 
ments eliminated a large fraction of the 
population, it is not clear that sample 
firms should systematically differ from 
other firms in the population. Moreover, 
we have a high degree of confidence in 
the comparability of the data for all the 
firms in the final sample. 
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Correlations between Alternative 


Measures of Cash Flow 


The first question addressed is whether 
the traditional measures of CF, NIDPR 
and WCFO, appear to be ‘‘good prox- 
les" for alternative CF measures CFO 
and CFAI. Table 1 contains summary 
information on the squared correlation 
coefficients (R?) for all pairwise compar- 
isons between CFO(CFAI) and either 
NIDPR or WCFO for each form of the 
data series (first differences and percent- 
age changes)? for each of the 324 
firms.‘ Because 11 years of data are 
available for sample firms, each time 
series has ten observations per firm after 
differencing. The summary information 
in Table 1 includes the distribution of the 
time series correlations across firms by 
quintile, along with the median and 
mean. 

The median and mean squared corre- 


 lations of CFO(CFAI) with the more 


traditional CF measures (NIDPR and 
WCFO) are low for both the first differ- 
ence and percentage change series. 
Although between 17 and 27 percent of 
the 324 correlations are statistically sig- 
nificant at the .05 level, even these cor- 


* Correlations in levels of the earnings and cash flow 
series were also calculated. Complete data on these cor- 
relations are available from the authors. 

* We considered expanding our sample by approx- 
imating WCFO by adjusting net income for items not 
affecting working capital (i.e., depreciation, amortiza- 
tion, equity in earnings of unconsolidated subsidiaries, 
and deferred taxes). We decided not to pursue this possi- 
bility further when we found that, for those firms for 
which we had complete data, this approximation seems 
to introduce relatively large errors. Specifically, we 
found that the average absolute difference between 
approximated WCFO and reported WCFO exceeded five 
(ten) percent of reported WCFO for 16.9 (6.7) percent of 
the firms for which we had complete data. 

‘© The percentage change series is defined as the first 
difference in the series deflated by last year's value of the 
series, 

u In Table 1, we also report correlations between the 
change in cash (CC) and the other CF variables for com- 
pleteness. However, these correlations are not discussed 
in the text. 
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TABLE 1 
DISTRIBUTION OF CORRELATIONS (R?) BETWEEN EARNINGS AND Casu FLows AcRoss SAMPLE FIRMS 





Quintiles 

Variables in No; of - 

Correlation* Insig. R?** 20% 40% ` 60% . 80% Median Mean 
PANEL A: FIRST DIFFERENCES 

ion 1: 
(CFO,NIDPR) 238 - 024 118 211 402 158 222 
(CFO,WCFO) ` .230 029 125 229 444 175 244 
(CFAI,NIDPR) 260 013 066 167 .323 108 179 
(CFALWCFO)  . 255 .014 . 070 171 .358 .121 195 
(CC,NIDPR) 271 014. - 047 127 281 .079 155 
(CC,WCFO) 262 .013 -045 .114 .319 -078 163 
(CFO,CFAD ` 32 510 .740 867 .947 .823 722 
(CFO,CC) 145 095 .296 483 733 367 411 
(CFAL,CC) 134 080 .316 543 788 433 447 
tion 2: : aM X 

{NIDPR,NIBED : i. 924 966 986 994 .980 940 
(WCFO,NIBELI) 30 554 278 - Ka .964 805 kt 
(CFO,NIBEI) 241 .026 103 ` 227 392 .158 323 
(CFAILNIBED) 263 ` 015 (473 .176 316 109 ` ,184 
(CC, NIBEI) 270 .013 .050 130 278 086 156 
PANEL B: PERCENTAGE CHANGES 
Question 1: l 
(CFO,NIDPR) 266 .008 045 127 295 .074 165 
(CFO,WCFO) 259 . 008 .039 130 332 ,071 168 
(CFAI,NIDPR) 282 009 042 105 235 .064 137 
(CFAI, WCFO) 289 .010 037 080 207 054 126 
(CC,NIDPR) 280 .010 037 101 255 062 142 
(CC,WCFO 276 -006 -036 100 269 .058 146 
(CFO,CFAD 191 .090 -182 342 $73 2357 .329 
(CFO,CC) 250 .010 048 157 .371 O91 . ,195 
(CFALCC) 242 014 ^ 062 158 387 .096 . 211 
Question 2: : 
(NIDPR,NIBEI) 32 385 846 935 974 .901 781 
(WCFO,NIBEI) 71 .298 . 612 808 .912 709 627 
(CFO,NIBED 268 007 037 119 - .285 .070 162 
(CFALNIBEI) 281 ,009 .032 .097 -244 058 138 
{CC,NIBEI) 277 008 035 089 243 056 137 





* NIBEIz net income before extraordinary items | 


NIDPR =net income plus depreciation and amortization 


WCFO - working capital from operations 
CFO =cash flow from operations ` 
CFAI xcash flow after investment 


CC change in cash and short-term marketable securities 
a% Number of firms (out of 324) for which the correlation is not statistically significant at the .05 level. To be 


significant at the .0S level, R^ must exceed .332. 


relations are generally low.’* Given the 
preponderance of relatively low (and in- 
significant) correlations, we conclude 
"that, for many firms, more traditional 


12 The correlations between CFO and CFAI are fre- 
quently relatively high—especially in the first difference 
series. The correlations between CFO and CC and 
between CFAI and CC, while smaller, are often signifi- 
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measures of CF used in earlier research 
are poor proxies for alternative measures 
of CF incorporating additional adjust- 
ments. | 


Contemporaneous Correlations Between 
Cash Flows and Earnings 


To address the second question of how 


various cash flow measures correlate 
with contemporaneous earnings num- 
bers, correlations between the five cash 
flow measures and NIBEI are presented 
in Table 1. 

The correlations of CFO, CFAI, and 
CC with NIBEI are dramatically lower 
than the correlations of NIDPR and 
WCFO with NIBEI. Although we do not 


report formal tests of statistical signifi- ` 


cance, it is apparent from the quintile 
information in Table 1 that the correla- 
tions of the traditional CF measures with 
earnings are significantly greater than 
either the correlations of the traditional 
CF measures, with alternative CF mea- 
sures or the correlations of the alterna- 
tive CF measures with earnings. This 
result is consistent with NIDPR and 
WCFO being similar to earnings for 
most firms while the alternative mea- 
sures of CF are substantially different 
from earnings for most firms. 


Implications for Prior Research 


The correlations between earnings and 
the traditional CF measures used in most 
prior research are relatively high, while 
the correlations between earnings and 
the alternative cash flow measures are 
generally low. Taken together, these 


results suggest that the traditional CF 


measures used in previous research are 
relatively unlikely to provide users with 
different information from that con- 
tained in the earnings number. Indeed, 
this suggests a possible explanation for 
the lack of significant results for the CF 
variable examined in some prior research 
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on failure prediction (e.g., Chen and 
Shirmerda [1981]), bond rating classifi- 
cation (e.g., Kaplan and Urwitz [1979]), 
and market price association (e.g., Patell 
and Kaplan [1977]). Further, the low 
level of contemporaneous correlations 
between the traditional CF measures 
and alternative measures of cash flow 
suggests that new research using other 
measures of CF might yield different 
results. 3 


PREDICTING EARNINGS AND Casu FLOWS 
—PRELIMINARY EVIDENCE ON 
QUESTION 3 


The performance of alternative pre- 
dictors of future CF is of interest for two 


reasons. First, it provides a basis for 


evaluating the FASB’s assertions that. 
accruals are superior to historical CF in 
predicting future CF. Second, it provides 
information about the behavior of sim- 
ple, feasible models of CF expectations 
which might be useful in future research. 

In evaluating the relative performance 
of alternative variables as predictors of 
future CF, we consider each of the five 
alternative measures of CF discussed 
earlier. Because (1) there is no theory to 
specify the form of a (possibly) multi- 


‘variate CF prediction model, and (2) the 
. data are insufficient to empirically deter- 


mine the form of such a model, we can 
provide only preliminary evidence on 
this issue. Therefore, we consider only a 
limited set of single variable models. 
Further, we examine only simple linear 
forecasts based on one- or two-period 
lagged values of the predictor variable. 
Finally, we only use variables with fewer 
adjustments along the continuum from 


D Studies using alternative measures of CF to reex- 
amine the incremental information content of CF in a 
stock market setting include: Bowen, Burgstahler, and 
Daley [1984], Rayburn [1985], and Wilson [1985]. Each 
of these studies provides evidence consistent with 
alternative CF measures possessing information content 
in addition to that contained in earnings. 


720 


The Accounting Review, October 1986 


TABLE 2 


MEDIANS (AND AVERAGE RANKS)! OF ABSOLUTE FORECAST ERRORS 


SCALED BY THE ACTUAL VALUE OF THE FORECASTED SERIES 


Predictor Variables 


Dependent e 
Variables NIBEI NIDPR WCFO CFO CFAI CC 
PANEL A: ONE PERIOD AHEAD FORECASTS 

NIBEI? 252 
(—) 

NIDPR .454 .192 
(2.0) (1.0) 

WCFO .475 332 .200 
(3.0) (2.0) (1.0) 

CFO .587 439 .434 .547 
(3.4) (1.6) (1.8) (3.2) 

CFAI 1.365 1.759 1.869 1.500 1.223 
(1.9) (3.6) (4.6) (3.3) (1.6) 

CC 2.881 4.361 4.437 3.678 2.512 1.469 
(2.7) (4.9) (6.0) (4.1) (2.3) (1.0) 

PANEL B: TWO PERIOD AHEAD FORECASTS 

NIBEI? Kn 
(—) 

NIDPR Kr .306 

(2.0) (1.0) 

WCFO 552 334 302 
(3.0) (2.0) (1.0) 

CFO l .600 431 425 .607 
(3.4) (1.5) (1.5) (3.6) 

CFAI 1.242 1.608 1.707 1.472 1.205 
(1.7) (3.6) (4.7) (3.2) (1.9) 

CC 2.565 3.874 4.123 3.294 2.524 1.344 
(2.7) (4.9) (5.9) (4.2) (2.3) (1.0) 


! Ranks based on the median forecast error across predictor variables in a given year are averaged across ten years in 


Panel A or nine years in Panel B. 


? A random walk model for earnings is presented as a benchmark. 


: NIBEI to CC as predictor variables.'^ ` 


We consider simple prediction models of 
the form: 


Y s =X, i,t (1) 
where 


Y;,.#1:=the forecast of the CF variable 
for firm i in period t+1, and 
X, ,-the value of the predictor vari- 
able for firm i in period /. 


14 For example, forecasts of CFO are based on single 


variable models using lagged values of either NIBEI, 
NIDPR, WCFO, or CFO as the predictor variable—not 
CFAI or CC. 

15 Since we do not search for an optimal constraint, it 
is conceivable that some other constrained model might 
provide smaller prediction errors, e.g., the model Y; +1= 
.5X,, might provide better predictions. However, model 
(1) is at least as plausible as any other constrained model 
and has been found to perform well in other prediction 
settings. 

We also analyzed a less constrained prediction model 
of the form: Y,4,-o-- 8.X,, where a and f were esti- 
mated from the preceding years. The results of this analy- 
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TABLE 3 


FRIEDMAN TESTs* OF THE NULL HYPOTHESIS THAT, FOR EACH CASH FLOW VARIABLE, MEDIAN 
FORECAST ERRORS ARE EQUAL ACROSS ALL SINGLE PREDICTOR MODELS** 


One Period Ahead Two Period Ahead 
CF Variable Chi-Sq. p(Hy Chi-Sq. p(Hy 
NIDPR 10.00 <.01 9.00 — «.01 
WCFO 20.00 « .001 18.00 e D 
CFO 15.60 e DI 21.90 e .001 
CFAI 24.72 « .001 22.13 « .001 
CC 48.29 <.001 42.33 <.001 


* Friedman’s two-way analysis of variance by ranks [Siegel, 1956, p. 166]. 
** For example, for CFO, the null hypothesis is that median forecast errors are equal across single predictor models 
based on NIBEI, NIDPR, WCFO, or CFO. The hypothesis is rejected if any of the single predictor models is 


detectably better or worse. 


Thus, when X and Y are the same vari- 
able, this model corresponds to a ran- 
dom walk. Previous evidence supports a 
random walk (sometimes with a drift 
term) as a prediction model for earnings 
variables. Our results should lend insight 
into the reasonableness of the random 
walk model for CF variables. 


Forecasting CF 


Median prediction errors are pre- 
sented in Table 2 for each of the CF vari- 
ables.*° Panel A (B) provides the one 
(two)-period-ahead forecast errors. The 
results of random walk prediction 
models are summarized along the diag- 
onal. A comparable random walk earn- 
ings forecast model (i.e., using this peri- 
od's NIBEI to predict next period's 
NIBET) is presented as a benchmark in 
the upper left cell of each panel in Table 
2. The magnitudes of the median relative 
forecast errors for random walk predic- 
tions of NIDPR and WCFO are smaller 
than for NIBEI while the median relative 
forecast errors for random walk predic- 
tions of CFO, CFAI, and CC are larger 
than for NIBEI." : 

The average rank of the median abso- 
lute forecast errors across years is pre- 


sented as another summary measure of 
the results. To calculate this average 
rank, forecast errors were segregated by 
year. The median absolute error of each 
predictor variable was assigned a rank 
within each year. These ranks were aver- 





sis, available from the authors, do not support the con- 
tention that a more complex model would provide better 
predictions than model (1). 

16 The underlying distribution of forecast errors is 
skewed. The mean value is always larger than the median 
value (often twice as high). Means for the distribution of 


- forecast errors were also calculated after trimming the 


upper five percent from the distribution of absolute fore- 
cast errors. The trimmed means are much closer to 
(though still above) the median, suggesting that the mean 
is being strongly influenced by a few high values. For this 


. reason, the median is used as a measure of central 


tendency. Also, data on median absolute forecast errors 
for individual years from 1972 through 1981 are available 
from the authors. 

17 In every year, forecasts of NIDPR and WCFO have 
lower median percentage forecast errors than do fore- 
casts of NIBEI. Assuming that model (1) is: a) the appro- 
priate specification of user expectations, and b) that per- 
centage deviations from the actual values of the CF series 
being predicted are the variables of interest to decision 
makers, this result suggests that traditional measures of 
CF may be more predictable than earnings. In contrast, 
alternative measures of CF ( CFO and CFAI) and CCare 
more difficult to predict than earnings. Forecasts of 
alternative measures of cash flow always have higher _ 
median percentage forecast errors than do forecasts of 
NIBET, which suggests a smoothing effect of the accrual 
process. 
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aged across years. The ranks provide 
additional information about the distri- 
bution of the forecast errors across years. 
For example, an average rank of 1.0 indi- 
cates that the predictor variable had the 
lowest median absolute forecast error in 
each of the ten years. Based on the data 
in Table 2, it appears that for all CF vari- 
ables except CFO, a random walk model 
performs at least as well as, and usually 
better than, predictions based on vari- 
ables with fewer adjustments along the 
continuum from NIBEI to CC.'* The 
statistical significance of these differences 
is examined in Tables 3 and 4. 

The statistical significance of differ- 
ences in median absolute forecast error 
was evaluated for each CF variable using 
the Friedman two-way analysis of vari- 


ance by ranks [Siegel, 1956, p. 166]. 


Results are reported in Table 3. For each 
of the five predicted variables, some pre- 
dictors perform significantly better than 
others at the .01 level. 

The statistical significance of the indi- 
vidual pairwise differences was evaluated 
using Sign tests [Siegel, 1956, p. 68]. 
These results are reported in Table 4. Sig- 
nificant individual diffeences include the 
following: this period’s NIDPR better 
predicts one- and two-period-ahead 
NIDPR than does NIBEI; WCFO better 
predicts one- and two-period-ahead 
WCFO than does NIBEI or NIDPR; 
CFAI better predicts one- and two- 
period-ahead CFAI than does NIDPR, 
WCFO or CFO, and does at least as well 
as NIBEI; and CC better predicts one- 
and two-period-ahead CC than does 
NIBEI, NIDPR, WCFO, CFO, and CFAI. 
The exception to the general pattern is 
that NIDPR and WCFO are consistently 
the best predictors of CFO—both one 
period and two periods ahead (see Table 
2). 


Tests of Accrual versus Cash Flows as 
Predictors of Future CF 


The purpose of this section is to inter- 
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pret the results in Table 4 as a test of 
FASB assertions that accruals (and in 
particular earnings) are superior to his- 
torical CF as inputs to assessments of 
future CF. To describe the relative per- 
formance of accrual versus CF variables 


in predicting future CF, we must.choose 


a definition of future CF. Not surpris- 
ingly, different definitions of CF lead to 
slightly different conclusions about the 
relative performance of accrual versus 
CF members. 

Since random walk models perform at 
least as well as others, if either of the 
traditional measures of CF (NIDPR or 
WCFO) is the relevant measure of CF, 
then historical CF variables better pre- 
dict future CF (see Table 4). However, in 
many decisions, the relevant CF variable 
may be closer to one of the alternative 
measures of CF. The results for predic- 
tions of CFO and CFAI are not clearcut. 

First, for CFO, the Sign tests reported 
in Table 4 indicate that the traditional 
cash flow measures (WCFO and 
NIDPR) provide significantly better 
forecasts of one- and two-period-ahead 
CFO than does last period’s CFO. How- 
ever, we cannot reject the null that 
NIBEI and CFO provide equivalent 
forecasts of one- and two-period-ahead 
CFO. Thus, assuming that model (1) is 
the appropriate specification of decision 
makers’ expectations and that CFO is 
the relevant measure of CF, these results 
only support the FASB statements if 
NIDPR and WCFO are considered to be ` 
* [information about enterprise earn- 
ings based on accrual accounting . 
[FASB, 1978, p. ix]. 

Second, for CFAI, Table 4 indicates 


18 To the extent that the adjustments tend to be posi- 
tive in moving from NIBEI to CC (for example, NIDPR 
results from adding an always positive number (deprecia- 
tion and amortization) to NIBEI), model (1) creates an 
upward bias in forecast errors for non-random walk 
models. However, allowing for the less constrained 
model discussed in footnote 15 had little effect on the 
ranking of the predictors. 
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TABLE 4 


PAIRWISE SIGN TESTS OF THE NULL HYPOTHESIS THAT THE MEDIAN FORECAST ERROR USING 
PREDICTOR ‘X,’ IS EQUAL TO THE MEDIAN FORECAST ERROR USING ‘X;,’* 


Significance Level 

Predictor with Periods Ahead 
Lower Forecast 

Error One 


| EG Predictors Considered 
“CF” Variable ————] 
Predicted ‘x, ‘Xr 
NIDPR NIDPR NIBEI 
WCFO WCFO NIDPR 
WCFO WCFO NIBEI 
WCFO NIDPR NIBEI 
CFO CFO WCFO 
CFO CFO NIDPR 
CFO CFO NIBEI 
CFO WCFO NIDPR 
CFO WCFO NIBEI 
CFO NIDPR NIBEI 
CFAI CFAI CFO . 
CFAI CFAI WCFO 
CFAI CFAI NIDPR 
CFAI CFAI : NIBEI 
CFAI CFO WCFO 
; CFAI CFO NIDPR 
CFAI CFO NIBEI 
CFAI WCFO NIDPR 
CFAI WCFO NIBEI 
CFAI NIDPR NIBEI 
CC CC CFAI 
CC CC CFO 
cc CC WCFO 
CC CC NIDPR 
CC. CFAI CFO - 
CC CFAI WCFO 
. CC CFAI NIDPR 
CC CFAI NIBEI 
CC CFO WCFO 
CC “CFO NIDPR 
CC CFO NIBEI 
cc WCFO NIDPR 
CC WCFO NIBEI 
CC NIDPR NIBEI 


NIDPR 


WCFO 
WCFO 


NIDPR . 


WCFO 
NIDPR 
CFO 


NIBEI 
NIDPR 
NIBEI 
NIBEI 


BSS 882288 BSR E 


È 


T Een 0 
— ke 
oc 


3388888 8888 


344 


THE 


.508 
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* The alternative hypothesis is that the median forecast error using X, is not equal to the median forecast error using 
Aa, Column 4 lists the predictor that results in the lower forecast error. For example, when predicting future CFO using 
historical CFO versus WCFO, we can tes the null in favor of WCFO being a better predictor of future CFO than is 


past CFO. 


that current period values of both NIBET 
and CFAI are significantly better pre- 
dictors of one- and two-period-ahead 
CFAI than is NIDPR, WCFO, or CFO. 
However, since we cannot reject the null 
that CFAI and NIBEI are equally good 
predictors of CFAI, the results do not 


support the FASB’s statements that 
earnings are superior for predicting fu- 
ture CF. 

In summary, the results do not clearly 
support the FASB's claims of the super- 
iority of accrual numbers for predicting 
future cash flows. In fact, under a strict 
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interpretation of the FASB’s statements 
(that accruals are synonomous with 
earnings—not with NIDPR or WCFO), 
none of the results are consistent with 
the FASB's assertion of the superiority 
of earnings as predictors of future CF. 


SUMMARY AND CONCLUSIONS 


This paper reports descriptive evi- 
dence on the contemporaneous correla- 
tions between various measures of cash 
flow and accrual earnings. The results 
show that traditional measures of cash 
flow (i.e., net income plus depreciation 
and amortization, and working capital 
from operations) are highly correlated 
with earnings, while the correlations of 
alternative measures of cash flow with 
earnings are low. Thus, prior studies 
which have relied on traditional mea- 
sures of cash flow have used a variable 
with substantially different properties 
than alternative measures of cash flow 
which incorporate additional adjust- 
ments. The combination of an observed 
market demand for these alternative 
measures of cash flow along with their 
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relative lack of correlation with widely 
used traditional surrogates may stimu- 
late a new round of empirical research. 

Several forecast models were com- 
pared in order to (1) provide future 
researchers with evidence on measures of 
expected cash flow, and (2) evaluate 
assertions about the superiority of 
accrual earnings for predicting future 
cash flows. The results are preliminary 
due to the simplicity of the models 
chosen and the small number of years 
for which data are available. However, 
the results are generally consistent with 
random walk models performing as well 
as (and often better than) models based 
on other flow variables. An exception to 
this general result is that net income 
plus depreciation and amortization, and 
working capital from operations, appear 
to be the best predictors of cash flow 
from operations. In addition, the results 
based on simple one- and two-period- 
ahead forecast models do not support 
the FASB’s assertions that earnings pro- 
vide better forecasts of future cash flows 
than do cash flow measures. 
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A Decision Support System for Audit- 
Staff Scheduling with Precedence. 
Constraints and Due Dates 
K. Hung Chan and Bajis Dodin 


ABSTRACT: A versatile computer model for audit-staff scheduling based on a zero-one 
integer program was presented by Balachandran and Zoltners [1981] (BZ). This paper extends 
the work of BZ by demonstrating how precedence constraints, due dates, penalty costs, 
resource leveling, and other audit considerations can be added to the zero-one integer 
program for audit scheduling. These additional features help improve the realism of the 
scheduling model, thus making the model more practical for applications. 


ITH rising audit costs, client resis- 
tance to audit fee increases, and 
the growing complexity of audit 

operations, emphasis must be placed on 
improving audit planning and control. 
Since the scheduling of audit activities 
and manpower is an important aspect of 
audit planning and control, decision sup- 
port systems that improve audit schedul- 
ing can help provide a better quality and 
a more cost-effective service. 

This paper extends the integer pro- 
gramming model developed by Bala- 
chandran and Zoltner [1981] (BZ) for 
audit-staff scheduling. We add mainly 
(a) precedence constraints among audit 


tasks, (b) due dates and penalty costs for 


missing audit deadlines, and (c) a con- 
straint that an auditor cannot process 
more than one audit task at a time into 
the integer programming model that 
serves as the basis of a decision support 
system.’ The objective is to accommo- 
date additional important, practical con- 
siderations into the original BZ model so 
that it can be more practically applied. 


In the next section, the proposed ex- 
tensions will be elaborated upon, fol- 
lowed by a section explaining the mathe- 
matical formulation of the extended BZ 
model. Then a numerical example dem- 
onstrating the implementation of the 
extended model is provided. The final 
section provides the concluding remarks. 


1 As explained by BZ [1981, esp. pp. 807-809], the 
integer programming approach is superior to the 
approaches based on linear programming [Summers, 
1972] and goal programming {Bailey, Boe, and 
Schnack, 1974; Balachandran and Steuer, 1982] for 


. audit scheduling. Another heuristic approach was pro- 
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posed by Chan, Lam, and Cheng [1978] which considers 
precedence constraints. However, it did not incorporate 
the variety of audit considerations of the integer pro- 
gramming model. 
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THE EXTENDED BZ MODEL 


The extended BZ model can incorpo- 
rate all the audit considerations of the 
original model. In addition, the extended 
model has the following important fea- 
tures which make the model more prac- 
tical for applications: 


A. Precedence Relationships 

- As explained by Chan et al. [1978] and 
Krogstad et al. [1977], audit tasks in an 
engagement are interrelated and can be 
represented by. a PERT network. Some 
tasks must be processed before other 
tasks can be carried out. This creates 
precedence relationships among tasks. 
Another form of precedence relations 
may be introduced by the desire or the 
requirement to process certain audit 
engagements ahead of others. All these 
precedence relationships must be taken 
into consideration in the implementation 
of any audit-staff schedule. 

The original BZ model simply assigns 
the M tasks to N auditors without con- 
sideration of the precedence relations or 
the processing order or sequence. The ex- 
tended BZ model can incorporate these 
precedence relationships directly into the 
model regardless of how complicated 
these interrelations may be. 


B. Due Dates and Penalty Costs 


Auditors are often faced with various 
deadlines (due dates) in completing audit 
engagements [Kearns and Myott, 1984]. 
Missing a deadline may result in a loss of 
business or a lateness penalty. To fulfill 
the aim of meeting deadlines, a penalty 
cost function is added to the objective 
function of the extended BZ model. The 
extended BZ model can take care of any 
number of deadlines for any audit tasks 
or engagements. 


C. Arrival Times 
Every engagement has an arrival time. 
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The arrival time can be the contractual 


date or any time thereafter when the en- 


 gagement becomes ready for processing. 


The arrival times of any audit engage- 
ments or tasks can be readily taken into 
consideration when applying the extended 
BZ model. 


D. Concurrent Audit Tasks 


The original BZ model can stipulate 
that any single auditor will not be assigned 
to more than one of several concurrent 
audit tasks. However, their formulation 
requires that the scheduler knows what 
audit tasks will run concurrently before 
actually assigning any tasks (see BZ 
[1981, p. 806]). When the engagement is 
large or when there is a large number of 
engagements to be scheduled simultane- 
ously and the interrelationships among 


. audit tasks are complicated, it is infeas- 


ible to find out beforehand what tasks 
will run concurrently and how to deal 
with it. The extended BZ model can 
prevent any one auditor being assigned 
to more than one concurrent task with- 
out the need for prior knowledge of what 
tasks will run concurrently. 


MATHEMATICAL FORMULATION OF THE 
EXTENDED BZ MODEL 


Like the original BZ model, the ex- 
tended model is also based on a zero-one 
linear integer program. However, the 
formulation of the problem is different 
from the original model. Before stating 
the new formulation, we introduce the 
symbols used in the formulation. 


Let 


i=1,2,...,N be the auditor index 
where N is the total number of 
auditors, 

J71,2, .. . ,M be the audit-task index 
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where M is the total number of. 


tasks, 
g=1,2,...,G be the audit-engage- 
ment index where G is the total 
number of engagements, 
k=1,2,...,7 be the time-period 
index where 7 is the planning 
horizon, 

C, be the mismatch coefficient be- 
tween auditor į and task j (same as 

. in the original BZ model), 

fy be the estimated time required by 
auditor to complete task j (same 
as in the original BZ model), 

Tr be the minimum time auditor i is 
available for processing audit tasks 
within T (same as in the original 
BZ model), 

I; be the maximum time auditor /| is 
available for processing audit tasks 
within T (same as in the original 
BZ model), 

J; be the set of audit tasks that can 
possibly be processed by auditor i 
(but not necessarily by auditor i), 

I, be the set of possible auditors who 
can process audit-task J, 

B, be the set of tasks that directly pre- 

cede task j, 

e, be the earliest completion time of 
task J which is obtained by apply- 
ing the critical path method to the 
overall PERT network, 

l, be the latest completion time of 
task j which is obtained by apply- 
ing the critical path method to the 
overall PERT network after set- 
ting the latest completion time of 
the final task in the network to 7, 

d, be pg due date of engagement g, 


JBz:0 be the cost of having engagement g 

late for one period of time (a cost 

- may also be assigned to any audit 

task with a due date and a lateness 
penalty). 
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Define 
1 if auditor i completes task j 
Xyx= <4 at the end of period E 
0 otherwise 
1 if all the tasks of engage- 
WE ment g are completed by 
Yek = period &, i.e., completed in 


or before period k-1 
0 otherwise 


The objective function of the zero-one 
linear integer program is: 


Minimi 
N d 
i LL OX 


fei Jel, kec 


+ »> È PA- Yo) (1) 


Si ked,+1 


The first component in (1) represents the | 
mismatch cost, equivalent to that in the 
original BZ model. Notice that j is 
summed over Ją which is known before- 
hand when the problem is set up. J, is 
used here to reduce the number of de- 
cision variables. In the event that J, is 
not readily available, j may then be 
summed from one to M. The second 
component in (1) represents the penalty 
cost for delaying the completion of an 
engagement. The total penalty cost for 
delaying an engagement increases in 
direct proportion to the length of the 
delay. Different penalty costs may be set 
for different engagements. If lateness is 
not allowed for a given engagement, a 
very high penalty cost may be assigned to 
that engagement. (This component can 
be modified in.a straightforward manner 
if certain individual audit tasks also have 
deadlines and lateness penalties.) 

The problem has the following con- 


straints (A to B): 
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A. The availability of auditor's time: 


L 

Tis) Y, Ges Xo STi, for each i=1,2,...,N (2) 
| ddi See 

Again, if J, is not readily available, j may then be summed from one to M. 

B. Each audit task must be completed by exactly one auditor: 


» > Zus, for each fe) 2. M. (3) 


dely kae, 


This constraint also serves to restrict that a given audit task J should receive certain 
auditors as included in the set 7, according to client preference or company policy. 
Constraints A and B are equivalent to the constraints in the original BZ model. 


C. The existence of precedence or sequencing relationships among audit tasks, i.e., an 
audit task cannot be started before the completion of all its predecessors; 


Y > Ke Kat: X Bik Y y etc) 


fel, koe, iel; Arer 


for each bet, and 21,2, .. . ,M. | | (4) 


D. An auditor cannot process more than one audit task at any given time. A task with 
duration fy is being processed in period k if the task is completed in period q where 


provided kze and k--ty-1xl. Therefore, this resource limiting constraint can be 
written as: 


kee, 2 
L X X«siforexhk-12,...,Tandi-12,...,N, (5) 


JeJ ia) gek 


where Jax is the set of tasks auditor í can process in period k. Constraint (5) prevents 
an — from being assigned to more than one audit task in period k for any 
k=1,2,...,7. This feature is referred to as resource leveling. 


E. The Se constraints determine the number of delay periods and establish a 
relationship between Zu and Ya: 


T Le i 
1j Tase e M Xy, (6) 


kee? ici! kee? 
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and y, x1 for each g=1,2,...,G, 
where j' is the task in the engagement 
with the largest e, (i.e., the terminal task 
of engagement g). 

A major addition of the extended BZ 
model is that it considers the time dimen- 
sion in scheduling audit tasks while the 
original model does not. With the ex- 
tended model, the arrival time of each 
engagement can be readily incorporated 
into the scheduling process when setting 
up the overall PERT network. This can 
be done, for example, by appending an 
appropriate dummy task at the begin- 
ning of each engagement. Similarly, the 
due dates, penalty costs, precedence rela- 
tions, and resource leveling are incorpo- 
rated. Furthermore, the schedules of the 
individual audit engagements and the 
auditors can easily be derived because of 
. the consideration of the time element. 

In the above formulation, the use of 
the sets 7; and J; reduces the number of 
decision variables since the alternatives 
are for j to start from one to M and i 
from one to N. Similarly, the use of e; 
and /, can also significantly reduce the 
number of variables, as the alternative 
will be for K to start from one and end in 
T, as illustrated in the example presented 
in the next section. Finally, in setting up 
I, Ja and Cy, factors such as clients’ 
preferences for certain auditors, audi- 
tors’ preferences for certain tasks, audi- 
tors’ personalities and experiences, and 
audit firm policies can be incorporated 
into consideration. 


AN ILLUSTRATIVE EXAMPLE 


Consider the following scheduling 
problem which consists of four auditors, 
two audit engagements, and a planning 
horizon of 12 weeks. The first engage- 
ment is broken down into eight audit 
tasks and the second engagement into 
ten audit tasks. Table 1 contains the 
parameters of the audit engagements, 
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the precedence relations among the 
tasks, durations, mismatching costs, and 
the availability of the auditors. The pre- 
cedence relations and the arrival times 
are used to construct the PERT network 
of the two engagements as shown in 
Figure 1. 

The longest path method is applied to 
the network of Figure 1 to give the earli- 
est start time (and earliest completion 
time) of every task; these are the num- 
bers written above the starting nodes of 
the arcs representing the audit tasks. 
Assigning 7'—12 (the planning horizon) 
to be the latest realization time of the 
final event in the audit process, then 
applying the longest path method in the 
reverse direction, we obtain the latest 
completion time (and latest start time) of 
every audit task; these are the numbers 
written below the ending nodes of the 
arcs representing the audit tasks. 

The zero-one integer linear program is 
solved using general branch and bound 
procedure, one of the most common and 
practical procedures for solving integer 
programs, particularly zero-one integer 
linear programs. (See, for example, 
Taha [1975] and Davis [1973]. The 
branch and bound procedure used here is 
that developed by Schrage [1984] and 
known as LINDO (Linear Interactive Dis- 
crete Optimizer). The IBM MPSX/370 
MIP, which is available in many large 
businesses, can also solve such a pro- 
gram efficiently (see Bruvold and Evans 
[1985]). LINDO has the capacity to solve 
problems with up to 1,100 constraints 
and 4,000 variables, while MPSX of 
IBM has much larger capacity. Both 
LINDO and MPSX give optimal feasible 
schedules. If the objective is to obtain 
near optimal feasible schedules, then 
both LINDO and MPSX, along with 
most of the heuristics cited in Davis 
[1973] for project planning and resource 
leveling, can be used. 
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FIGURE 1 
THE PERT NETWORK OF THE AUDIT TASKS OF TABLE 1 





the arrow (arc) represents the audit task and the nodes represent the events of the auditing process, 
Jj, is audit task j of engagement g, 
a is earliest start time of audit task J in engagement g, and 
b is latest completion time of audit task j in engagement g. 


In the above example, applying 
LINDO to the zero-one integer linear 
program which consists of the first com- 
ponent in (1) as the objective function 
and constraints (2) and (3) only, i.e., the 
equivalent’ of the original BZ model, 
gave the schedule shown in Gantt Chart 
(A) of Figure 2. the schedule is optimal 
in the sense that the total mismatching 
cost equals zero. However, if we assume 
that an auditor cannot audit more than 
one task at a time, then the schedule of 
Gantt Chart (A) is not feasible since 
auditor 2 has to audit more than one task 
in period 4, auditor 3 has to audit more 
than one task in period 7, and similarly 
for auditor 4. Furthermore, some of the 
precedence relations among tasks are not 
holding. Shifting some of these tasks 
around to obtain a feasible schedule does 
not appear to be an easy task even for 
a nonlarge example. Adding the con- 


straints of the extended BZ model 


ensures the feasibility of the schedule 


generated. Applying LINDO to the ex- 
tended integer program gave the sched- 
ule shown in Gantt Chart (B) of Figure 
2; its total mismatching and delay cost is 
$3,000.00. The optimal feasible schedule 
presented in Gantt Chart (B) also gives 
the schedule of every auditor and engage- 
ment. | 


CONCLUDING REMARKS 


‘This paper extends the work of BZ by 
adding precedence constraints, due dates 
and penalty costs, and other audit con- 
siderations into their scheduling model, 
which serves as the basis of a decision 
support system. Audit tasks in an en- 
gagement. are typically interrelated. 
These precedence relationships must be 
considered in the actual implementation 
of any audit-staff schedule. Further- - 
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FIGURE 2 
OPTIMAL SCHEDULES OBTAINED FROM THE ORIGINAL AND THE EXTENDED INTEGER LINEAR PROGRAMS 
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i: is the auditor number 
J: is the audit task number 


more, any delay of the completion of an 
audit involves some costs to the audit 
firm, such as excessive cost overruns that 
cannot be passed on to clients, loss of 
goodwill, or a lateness penalty. Explicitly 
modeling due dates and penalty costs in 
a scheduling system helps to emphasize 
the importance of this facet of real life in 
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auditing. Similarly, the desire not to 
overload the auditor requires the auditor 
not to process more than one audit task 
at a time. The accommodation of these 
important practical problems into the 
scheduling model facilitates the model's 
applications in practice. 
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Six Decades of The Accounting Review: 
A Summary of Author and 
Institutional Contributors 
J. Louis Heck and Wayne G. Bremser 


ABSTRACT: Publication of the October 1985 issue of The Accounting Review marked the 
culmination of the journal’s first 60 years of contributions to the profession. This study 
identifies and summarizes the contributing authors, their academic affiliation, and where they 
earned their doctoral degrees. The authors, academic employers, and doctoral degree- 
granting institutions appearing most frequently in the journal are ordered for the entire 60-year 


period and for three 20-year subperiods. 


URING its first six decades, The 
D Accounting Review (AR) has 

had a significant influence on the 
development of accounting concepts. 
The first issue of the AR appeared in 
March 1926, five years after the publica- 
tion was proposed. Initially, there was 
concern about whether splitting articles 
between the Journal of Accountancy and 
the proposed publication would produce 
two weak journals [Chatfield, 1975]. 
Studies by Coe and Weinstock [1969] 
and Benjamin and Brenner [1974] have 
verified that the AR is highly regarded 
by accounting educators. Thus, the AR 


has continued to be a coveted publica- ` 


tion outlet. 

This note presents another perspective 
on the articles of The Accounting 
Review. It provides a summary descrip- 
tion of authorship over the AR's 60 
years. Specifically, frequency distribu- 
tion by author, institution of employ- 
ment, and university. where doctoral 
degree was earned are summarized for 
three 20-year periods and the entire 60 
years. The results identify those indi- 


viduals and institutions having made 
the most frequent contributions to the 
AR. 


INDIVIDUAL AUTHORSHIP 


The first objective of this study is to 
identify those individual authors who 
have made the most frequent contribu- 
tions to the AR. The objective was 
accomplished by compiling and summar- 
izing the articles in all issues of The 
Accounting Review over the journal's 
past 60 years (1926-1985). 

Articles were tabulated two ways. 
First, ‘‘all articles" are defined to in- 
clude all main articles and notes, as well 
as those appearing in the Education 
Research (formerly the Teacher's Cor- 
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ner) and Financial Reporting Sections. 
Excluded from the count totals are com- 
ments and replies and those contribu- 
tions that appeared under a regularly 
featured column, such as **Professional 
Examinations Department" and ‘‘The 
Accounting Exchange." 

Second, a compilation of **main arti- 
cles and notes" only was made. This 
compilation provides for some compara- 
bility with prior studies by Windal 
[1981], Bazley and Nikolai [1975], 
Jacobs et al. [1986] and Williams 


[1985], which excluded some sections. 


from their data. Because the AR was not 
divided into sections until the introduc- 
tion of ‘“Teacher’s Corner"! in 1948, the 
counts for ‘‘all articles” and **main arti- 
cles and notes"? in Tables 1 through 4 are 
identical for the first bi-decade period 
(1926-1945). No attempt was made to 
determine which articles in pre-1948 
issues were **educational"" or **financial 
reporting" as any such attempt would be 
subjective and likely flawed. 

A frequency count by authors is pre- 
sented in Table 1. In the left-hand col- 
umn for each time period, authors are 
ordered by number of all articles pub- 
lished, inclüding co-authored articles. 
The right-hand column includes **main 
articles and notes" only. Ordering of 
. authors was also compiled for 20-year 
periods. A few authors appear on more 
than one bi-decade list because their con- 


tributions span more than one 20-year ` 


time period. For the entire 60-year 
period, A. C. Littleton heads the list 
with 40 articles, followed by Harold 
Bierman with 20. Littleton's contribu- 
tions to accounting in the AR have also 
been documented by Bedford and Zieg- 
ler [1975]. 

The listing in each column is cut off at 
approximately 20. Ties in ‘the frequency 
counts caused a higher or lower cut-off. 
The counts that follow the named au- 
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thors continue the ordering for ‘‘all arti- 
cles." The frequency counts for **main 
articles and notes" correspond to the 
number of authors in brackets. Column 
totals within a time period may not be 
equal as some of the frequency counts 
for authors with a specific number of 
publications in the '*main articles and ` 
notes’? column may include an author 
named farther up the list. 

For the 20-year subperiods the leading 
contributors were A. C. Littleton with 29 
(1926-45), Mary Murphy with 12 (1946- 
65), and Joel Demski and Lawrence 
Revsine tied with 13 (1966-85). A. C. 
Littleton also distinguished himself by 
having articles in all three 20-year 
subperiods. Examination of ‘‘main arti- 
cles and notes" for the entire 60-year 
and three bi-decade periods indicates 
little difference in the ordering over ‘‘all 
articles." 

Over the AR's 60-year history, 2,139 
authors have contributed a total of 3,467 
articles. Among those contributors, only 
394, or 18.4 percent, have more than two 
articles. The number of authors and arti- 
cles appearing in the AR over the years 





are as follows: All 
Authors Articles 
. 1926-45 390 714 
` 1946-65 866 1,464 
1966-85 1,135 1,289 
1926-85 2,391 3,467 


The difference between the total number 
of authors over all 60 years and the sum 
total of authors from the three sub- ` 
periods (2,391 —2,139—252) results 
from authors spanning multiple bi- 
decade periods. The increasing number 
of authors and articles reflects the. 
growth of accounting as an academic: 
discipline and the observable rise of co- 
authorship. 


731 


Heck and Bremser 


€ OV ON 00 QN Oh 1) và SO D xb sg wt EKER V om ND MU TON = 


SaJON| SUE 


pup 
Sp 
UID 


€ OV QV 00 00 [- P- EEE D C C C D 0 M9 vy NB o 0 | 


sioyiny (16S) ELL 
sioyiny (SZI) SIZ 
sioyiny (Tp ) €9 
sioqny (cz ) ZE 
s1otpny (8T ) 8I 
sioymny (9 )9T 
jpues2ÁoAA Aloe 
TOM UBTUIOY 
BsULIaIMS Hqoy 
ud o»uud 
SUOISSUIAIT uqgof 
uasuar Laos 
131507)9( uoq 
uned prapa 
puejadoo preuoy 
I9AE9R Wel A 
uolysy Waqoy 
UA0239]A Sourer 
SIUEN ouo» 
ue[de5r 112003] 
ufq Uni 
XTEUPETPPQV “AV 


ot ueuretg powy 
€t SUISADY 22ua1MeT 
£I D[sure(q bot 
Jouiny 
JV 
$861-9961 


SHIOILYY CHISOKQVN() AH SHOHLNY MIATA ONLLNONODOY AO NOLLOSTHISIC] 


ABTOMOETOMTONEOFOrEONTNAs 


SJON Saja 


pup 
SƏY 
Ui 


CON Qv QN ON 00 OO OO U- E- KE P PPP D OM TOMA ea 


UR 


sloyiny (p6p) 8SS 
sioyiny (ZEI) ppl 
SIOymMy (8S ) pL 
sioqny (6c ) LE 
sioqny (LT ) OZ 
sioyny (4 ) ZI 
snqnejg 331030) 
IopÁus dg 
S19ÁJA UYOL 
yoy "T ^H 
9xorpoef 11200 
pueqsng 281035 
UOSpIAE(T] ÁSUDIS 
Plojpag uouoN 
9uO]S PIEM 
soy Iur 
Iosuruuog 22U231ME'Td 
STYIOOA UBA 32903] 
Jo8uIS JULI 
ZjneJA H9q03] 
UaJdUlOH SopTeyD 
uous Áaupis 
Ad youusy 
uo] “OV 
Ppydured urentA, 
ueunerd p[oIeH 
ÁI9AV p[OIEH 
Aydimypy AEN 


Joyjny 


. S96T-9P6T 


NANA 00 00 00 00 00 L- D- C 9 VO NOD VD St en c = 
Ov Q ON CA 00 oO 00 00 Q0 [- b- b- 30 MO 90 NO ou TAN & 


I iT 
6c 6c 


S3JON! SƏPIMY - 
pup uy 
SOP 
UIDI 


siouinv (192) 197 
sion y (9$ ) 9$ 
siouqiny (TE ) TE 
sioyny (91 ) 97 
sioyiny (8 )8 
I[[A05S weny 
Á91OJA PÁO]'I 
ne[qyouruip] pIAE([ 
Z[O(U9]SE;) WEM 
Agusamg Aan 
prus 20614 
Yorolulerd poniqerc) 
Je[ [053 "TH 
DEZ ALH 
J331) pIEAOH 
Iyog suer 
sadug "T “I 
wWa1o0Yy snjny 3 
UOJE WEIMA 
uoseJA iHd 
pie^oH Áo[ue]S 
pessel IQHH 
Noas “AM 
uor o V 


Jonny 


S*61-9c6I 


Į 318V] 


I I sIOYINY (ESTI) SOET 
z c s1otuny (187 ) 6LE 
€ £ sioyiny (GEI ) Lel 
v t sioyiny (09 JSL 
S $ sioyiny (pp ) ts 
9 9 sioyiny (St) PE 
L L sioymny (91 ) 0€ 
8 8 siopny (6 )pi 
6 6 sioyiny (OL )II 
or ot sioymy (4 )6 
H It siopnv(t )p e 
ZI eI uosejA Aad 
II el Suo'T Inu 
ZI ZI pueqsny 931035 
ZI ZI 13319 pJEMOH 
eI ZI Jyoq swerf 
II ZI Plojpog uoHoN 
ZI €I 13321, 132019 H 
Zl €I snqnejs 331095 
€t €I NOIS “1d 
6 EI DUISADY 929U91AE] 
OI El U31J3UIOH SILI 
EI £I pisuraq Dot 
£I vl Uod WENA 
€I vI uey AEH. 
SI SI yoy "T ^d 
pI SI AJAV pjoreH 
SI oI Áudanjq Arey 
ZI 9T zjnejv 119031 
6l oz u?urnag proTeH 
8t Or uojpiT'2'v 
SIJON Sool py AJOuIm p 
pun Hv 
Sa[ou4y 
UIDJA 
$861-9261 


*sasatpjuaIed ur sojou W Sa URU 10 SOME jo AIUDA e 


“sasatquased OI $9)0U W NPE UPU 10j SIOYME jo Aduanbaly a 





sony (98 ) 001 


Li 

















O 
oo 
ON 
= 
ki QI» QI» 
D 613 ett sony (ert) Z8b o> QI siot (66€) LSS 
9 GR 6c s1oyiny (611) crt 6I-E St siomny (288) 8001 
o 6€t 6t€t sioqiny (6p ) S9 ETZ ez s1OyINY (rcc) zg 
e, UT» OI» sioymny (CEE) BP Ctt 607v sioyiny LZ ) 9E EE GE siotpny (r6 ) 901 
= 61-0 61-1 ioun (ZLE) 89 ert GES sioqmny (ZI ) €r QI» QI sioqmny (9T ) 91 GEF 6tvv ssoymny (cs ) v9 
Er CTT GZ Sioumv (s9 Jort 09 0'9 sojpuuez uouszZ — 6'I-T1 ett sioymny (OSz7)0ST — 6'$-$  6's-$ sony (97 ) 6E 
> 6€-£ G6 E-E sioymy (II ) 0I 0'9 0'9 IlpÁíus udg4 — ez GC sony (95 ) 9S 69-9 69-9 ssoyny (zz ) IZ 
Ge cv Cv pug preys os 0'9 uney peuod ` ert  6t-€ siommny (9z ) 9Z 6L-L GL sony (4 ) ZI 
m Cv cv ACG UIPHTIAA ` Oe 09 . upaa ` ett Gett siopny (4t) LT 68-8 68-3 siogpny (6 JC 
E EE ty Aouury umm ` O'S 0'9 wesuisy Auen Os o's mum Lupis 666 — 6'6-6 Sioumv (8 )tl e 
= or Cp jpueSÁsA Aust 09 0'9 Dom wpa — Oe o's I}sqəmM ULUIONN OOF ` (ot qnus yue 
z OI 8 JPA uvwoy O't 09 murromed'S Oe 0s seseg] OO Ool | Home ÁauptS 
9 8'E gp Buying usqoy — Oe 0'9 uq preuogq O's OS pueqsnH 921020 ` out Ool squeyy puourkew 
Ó 0t 8v S1quimwNosnH 09 0'9 uosm)'g'V Os 0s uee DEM, ` Oe OO siamog sen 
< gc gp saue auy ` Oe 0'9 p1ojped uouioN ` Oe o's samog msy ` Co rA) t DUISADY 92u21«ET 
o OI o's Ais) goung T79 c9 YOY 19 ES E'S AIO PAOTT OL o Jo8utS Mu) 
= Op 0's BEULOIMS aqoy OL 0L snqnejg 93109 ` €£'g ES aepgpunuu paea — Got OTT preudure? weil 
o's OS JapAeaMys ua 09 OL sW uyo 09 0'9 lios em  ZII H 13310) pIe^oH 
S'Y o's qun AT'q O'L OL pueqsnH 331090 09 0'9 Zjouuase)uem å CU CH 1yoq sower 
EE ES əuozs3uta ugof — Oe 0L uospmedq ÁeupiS OL 0L Agusams AVH —— $8 Sil U213U10H SUE 
S'E E'S ung preepd S's $'L uelBuloH Sau O'L 0L q-nus xui OZE OZI uoseJA Axiod 
EF ES uosugof?2€O Ot OS euojg PEMA O'L 0L QoreruJg puqeH OHM OZI 8107 myuy 
EE L's UMOSYA Sat O'L OS Stot mmm CL EL Joy "19 OZI OTI pueqsng 221026) 
"s 8's uəsuəf Weqoy ` og OS ëng UMET ` CL EL uey Amen FH KA 11e33e ], Uua0at 
0s 0'9 snqnEjS 331029 09 CR zjiwJieqowq — 0'8 0'8 1991) preA^oH. OZI OEI snqnejs 2381027) 
oz 0'9 zaop Aug Ot 0'6 SIYJOOA UeA WAQOY 0'8 OR oq sangt orl — OtI noss “Iq 
0'9 0'9 slaquieyD puowsey O'L 0°6 Jasulg MOL 0'8 0'8 saaug It CZU TEI uopd WENT 
o's 0'9 uojisv ueqogp O'r 0'6 Ad Uauna 06 0'6 maioy sy "D> FZI S'EI UeSLI3 Auen 
€'9 Ca uerdey aqoy ` Ce £'6 geuuo[ poH 06 0'6 uojed uA OOI Sel Znen 1190031 
€'9 CO wiring ool ol Dome ÁoUuptS 0'6 0'6 uosej Ad è L'EI L'EI Jo[Q03 "13 
8'S 89 XmEprEIPPqV UV —08 Q'OI uon OY 06 0'6 pre«oH AURIS S'el S'i ÁJƏAV pole 
0'8 06 ueunesrg poH Oe oor ppydueo wen r6 r6 ueSSe] uaoapn oct got Ad mt gt 
c6 Ze Demo pof ` Ce $'OI Away poy Oum ou nos" ELI €'8I ueuitg poH 
L9 zol SUISADY ume Q OTI Aydmyp AW ` 8477 SA uojpu1'0'v 89€ SS uo NIT '2'v 
. $3JON Sajaijipy 4J0ugimny $3)0N  Sapu4y doyiny SION Sapily doymy SAION SPIKY 4soyiny 
pup uv pup ilv po — Op pup uy 
ec $3J214V/ Sajpuy SOIL Spy ` 
uD HIDI UID UDN 
S861 -9961 $961-956I £*6I-9261 €861-9261 











738 


STIOLLUY QuISO(GqV Ad SHOHLOV MAIATY ONILNNOODY AO NOLLNASINISIQ 


C dav 


Heck and Bremser 


Another way to view the authors' 
quantitative contributions is to look at 
adjusted articles, sometimes called 
equivalent number of articles. On an ad- 
justed article basis, a. single-authored 
article counts. as one. For multiple- 
authored articles, each author is credited 
with an article equivalent determined by 
dividing one by the number of authors of 
an article. Applying this adjusting sys- 
tem, Table 2 shows the authors by ad- 
justed articles. For the 1926-85 period, 
there is only minor change in ordering 
for the first eight authors. On an ad- 
justed basis, A. C. Littleton is still the 
leader for the entire 60 years as well as 
the first 20-year subperiod. Mary Murphy 
again, heads the list for the second bi- 


decade (1946-65), while Lawrence Rev- . 


sine does likewise for the third bi-decade 
(1966-85) on an adjusted basis. The 
most notable reordering between "rell 
articles’? and **main articles and notes"! 
occurs in the 1966-1985 bi-decade 
period, where Revsine and Demski 
would trade places at the top of the two 
respective lists. 


As the data in Tables 1 and 2 indicate, ` 


few authors have published in the AR 
multiple times. The percentage of 
authors with three or more articles is: 


Unadjusted Adjusted 


1926-45 19.0% 17.4% 
1946-65 19.1 16.5 
1966-85 13.0 6.5 
1926-85 . 18.4 13.7 


These percentages suggest that achieving 
multiple publications in the AR has been 
on the decline. ! 

The authors appearing in Tables 1 and 
2 might appear to be a list of Who's Who 
in accounting education. This view has 
more merit, however, for the earlier 
years than the later years. This is so 
because the Journal of Accounting Re- 
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search appeared in 1963 and quickly 
gained recognition as another prominent 
publication outlet for academic research. 
Additionally, since 1963, 22 other aca- 
demic journals have appeared as publi- 
cation outlets [Dyckman and - Zeff, 
1984]. Thus, some prominent accounting 
researchers are missing from the lists, or 
have reduced counts, as the research and 
publication **wealth?' has been spread 
over more journals in the past two dec- 


ades. The authors listed have, nonethe- 


less, played an important role in making 
The Accounting Review a highly respected 


quality publication over its 60 years. 


AUTHORSHIP BY INSTITUTIONAL 
AFFILIATION 


Contributions to The Accounting 
Review are often associated with the 
institutional affiliation of authors. While 
it is inevitable that an author’s publish- 
ing career will end, institutional contri- 
butions can span many lifetimes. Ac- 
complished authors may, for example, 
reach a mentoring stage and adopt a 


younger scholar at their institution who 


will continue to publish in the AR. Also 
important is that institutional pressures: 
or traditions that motivate faculty to 
publish in the AR may develop. 
Institutional affiliation of authors in 


` the AR is summarized in Table 3. The 


top 29 academic institutions (with ties) 
are ordered according to a compilation 


“of adjusted articles for the 60 years. 


Using unadjusted articles would have re- 
sulted in the same basic top 20 schools 
with only slight reordering well down the 
list. As with the previous tables, ordering 
by ‘‘main articles and notes” results in 
little difference in ordering over ‘‘all 
articles." 

Six of the top ten overall (marked by 
an * in Table 3) are in the top 20 for each 
of the three bi-decades. Only two schools 


(marked by a # in Table 3) are in the top 
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ten for each of the three bi-decade 
periods and the entire 60-year period. 
Overall, the top 20 institutions have 
accounted for 34.2 percent of the articles 
in the AR. In each of the 20-year 
periods, the top 20 institutions accounted 
for the following percentage of total 
articles: 


Percent of 

All Articles 
1926-45 40.0% 
1946-65 35.9 
1966-85 35.9 


While the composition of the schools has 








1926-85 
Government 3.1% 
Industry 4.8 
Public Accounting 4,3 
Big Eight Firms ` — 2.1 
All Non-academic 14.3 


Among the Big Eight firms, Price 
Waterhouse is 41st with 18.17 equivalent 
articles, and Touche Ross is 46th with 
15.83 for the entire 60-year period. In 
fact, Price Waterhouse would be 19th 
during the 1946-65 subperiod if grouped 
with the academic institutions. Although 
the nonacademic institutional represen- 
tation has declined during the last 20 
years, its overall contribution to the AR 
is substantial and noteworthy. 


AUTHORSHIP BY DEGREE-GRANTING 
INSTITUTION 


While the institutional affiliation of 
authors in The Accounting Review is evi- 
dent to readers, examination of where 
authors earned their doctoral degrees 
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changed, the proportion of the total arti- 
cles attributable to the most prolific 
schools has remained fairly stable. 
Despite some evidence of institutional 
dominance by a small group of schools, 
there have been contributions from a 
total of 360 different academic institu- 
tions. Equally important have been the 
contributions by nonacademic institu- . 
tions. Among the AR's contributing 
authors' employers are numerous public 
accounting firms, government agencies, 
and industrial firms. The contributions 
made through these nonacademic em- 
ployers are best detailed by examining 
the following proportions of the total 
articles during the various time periods: 


1946-65 











1926-45 1966-85 
5.5% 4.4% AN 
7.1 7.2 .9 
7.8 5.2 1.3 
1.0 2.7 1.5 

21.4 19.1 4.1 





Offers another interesting perspective on 
contributors to the AR. The universities 
granting doctoral degeees to the AR's 
contributing authors were determined 
from the Comprehensive Dissertation 
Index [1861-1985] and the Accounting 
Faculty Directory [Hasselback, 1985]. 
Table 4 details the doctoral degree- 
granting institutions' frequency of con- 
tributions to the AR. A total of 98 
schools have awarded doctoral degrees 
to individuals who have authored The 
Accounting Review articles. As would be ` 
expected, many of the authors, particu- 
larly in the early years, did not have 
a doctorate, and some of the degreed 
authors did not receive their doctorates 
in accounting. The total number of doc- 
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toral degree-granting institutions repre- 
sented is: 


Number of 

—X Schools 
1926-1945 27 
1946-1965 63 
1966-1985 88 


This increase is likely related to the rising 
number of doctoral programs since the 
early 1940s. 

Eight of the top ten schools overall 


(marked by an * in Table 4) appear in the 
top 20 for all three bi-decade periods. 


Only three schools (marked by a #) 
appear in the top ten for all three bi- 
decade periods and overall. Four schools 
appear in the top ten overall and the top 
20 in each bi-decade for both affiliated 
institution (Table 3) and doctoral degree 
institution (Table 4). The University of 
Illinois and the University of Chicago are 
. the only two schools that appear in the 
top ten for all time periods examined for 
both affiliated and doctoral degree- 
granting institutions. Only slight reor- 
dering occurs when comparing ‘‘main 
articles and notes” versus ‘‘all articles.” 
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SUMMARY 


The summary of authorship in The 
Accounting Review detailed above pre- 
sents an interesting picture of the AR's 
first 60 years. Because of its status as a 
premier journal, the individual authors 
cited in the tables include many impor- 
tant contributors to the accounting liter- 
ature. 

The compilation of institutional affil- 
iation of authors by adjusted articles 
revealed that six schools appeared in the 
top 20 for all three bi-decades, indicating 
some institutional dominance. Also noted 
is that authorship by affiliates of non- 
academic institutions declined dramati- 
cally during the last 20-year period. 
Compiling authors according to where 
they obtained their doctorates evidenced 
eight institutions appearing in the top 20 
for all three bi-decades. 

No attempt has been made to assess 
the quality of articles or their contribu- 
tion to the accounting literature, or to 
investigate other quality measures. 
Therefore, the orderings are not a defini- 
tive measure of accounting department, 
institution, or author quality. Instead, 
the orderings identify the most prolific 
contributors in the past and provide 
some indication of contributions one 
might expect to see in the future. 
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A Framework for Triple- Entry 
Bookkeeping 
Yuji Ijiri 


ABSTRACT: Building upon the author's earlier work [1982], which demonstrated that 
double-entry bookkeeping is not an absolute system defying extensions but is logically 
extendible to triple-entry bookkeeping, this paper develops a framework for a triple-entry 
bookkeeping system and illustrates it by means of a simple example which includes a 
worksheet, journal entries, and three basic financial statements— wealth statement, 
momentum statement, and force statement. While the earlier work extended the existing two 
dimensions of bookkeeping (wealth and income) into a third dimension under the same 
measurement unit, namely dollars, this present paper introduces "momentum accounting" 
under a related but different measurement unit, namely dollars per time period, such as a 
month, in such a way that, when mathematically integrated over time, momentum 
accounting articulates with wealth accounting in every dimension. Dealing with earnings rates 
per time period associated with assets and liabilities, momentum accounting accounts for 
earnings rates and their changes. Finally, "force accounting" is introduced as the third layer 
- Of the accounting system to explain factors that are judged to be responsible for changes in 
the earnings rate. Its measurement (dollars per month per month, for example) is induced by 
the measurement in momentum accounting, which in turn is induced by the measurement in ` 
wealth accounting. In this way, the extension of double-entry bookkeeping is carried out 
under a disciplined framework of measurements, which hopefully will direct management's 

attention and sensitivity to factors at a level deeper than the level of wealth and income that 


has been traditionally dealt with by double-entry bookkeeping. 


N earlier monograph showed that 
A double-entry bookkeeping is not 





extensions, but is logically extendible to 
triple-entry bookkeeping by including a 
set of accounts called ‘‘force’’ in its third 
axis [Ijiri, 1982]. This paper discusses a 
framework under which details of triple- 
entry bookkeeping are now being devel- 
oped and presents a simple example that 
illustrates the interrelationship among 
dimensions in triple-entry bookkeeping. 
Such an effort is of interest from a theo- 
retical standpoint, enabling us to under- 
stand the double-entry bookkeeping sys- 


tem from a higher level of perspective. In. 


addition, the new system appears to 
. have practical feasibility, offering a basis 


an absolute system, defying any 
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under which some of the fundamental 
concepts in management accounting, es- 
pecially those in variance analysis, can 
be extended and integrated with those 
of financial accounting. ` 


WEALTH AND INCOME 


The key to an extension of any system 
lies in understanding the logic behind the 
existing system. In particular, it is impor- 
tant to understand what single-entry 
bookkeeping was and what was added to 
it when the system was extended to 
double-entry. The conclusion on this 
issue, as elaborated in Ijiri [1982], is the 
following: Single-entry bookkeeping 
dealt with only stock accounts, such as 
assets and liabilities, while double-entry 
bookkeeping extended it to also include 
flow accounts, such as revenues and ex- 
penses, under an interlocking, articu- 
lated framework. !? 

The role of flow accounts in double- 
entry bookkeeping is to explain or to 
“account for" changes in the net 
balance in stock accounts based on the 
underlying causes that are considered to 
be responsible for the change. A double- 
entry equation, 


AStock, -- Flow, (1) 


expresses the requirement that changes 
(denoted by A) in the net balance of 
stock accounts that occurred in period n 
be fully accounted for by a set of flow 
accounts in the same period. A change in 
the stock is an observed phenomenon; 
the flow explains why the change has 
happened.? 
.. Once we understand that the salient 
feature of double-entry bookkeeping lies 
in the integration of flow accounts with 
stock accounts, its logical extension to 
triple-entry bookkeeping becomes clear, 
namely, it means an integration of a 


new set of accounts designed to explain 


changes in flow accounts. 
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earlier monograph [1982] on triple-entry bookkeeping 
were most valuable, and to Jeffrey Rickman of Carnegie- 
Mellon University, whose comments on an earlier draft 
of this paper from the standpoint of mechanics were very 
helpful. The author is also indebted to the editor and two 


" anonymous reviewers whose editorial comments and 
. Suggestions resulted. in a marked improvement of the 


manuscript. 


‘The integration of income accounts in the book- 
keeping framework made double-entry bookkeeping dis- 
tinctly different from single-entry bookkeeping. See 
Littleton [1933, pp. 22-40], who emphasizes profit and 
loss and other nominal accounts as the indispensable 
component in double-entry bookkeeping. See also 
Pacioli's [1494] use of revenue and expense accounts and 
the Profit and Loss ( pro e danno) account as a summary 
in the overall bookkeeping framework. The practice of 
double-entry bookkeeping, however, seems to have 
existed in Italy for more than a century before Pacioli's 


. Summa was published: See, for example, Peragallo 


[1938] and deRoover [1956]. There are different views on 
the distinguishing feature of double-entry bookkeeping. 
See, for example, Yamey [1956, pp. 7-9] and Goldberg 
[1965, pp. 215-219]. For a more detailed discussion on 
the nature of double-entry bookkeeping in contrast to 
single-entry bookkeeping, see Lä [1982] and references. 
therein. 

? [tis true that in double-entry bookkeeping, assets are 
recorded as debits, while liabilities (negative assets) are 
recorded as credits. Also, an asset increase is recorded as 
a debit, while its negation, an asset decrease, is recorded 
as a credit. The converse is true with a liability change. 
Such an expression of negativity by transposition, how- 
ever, is not essential in double-entry bookkeeping, since 
nothing whatsoever is lost if all stock accounts (assets 
and liabilities as well as their changes) are recorded as 
debits and all flow accounts (revenues and expenses as 
well as their adjustments) are recorded as credits. It is 


interesting to note that at the time of Pacioli's [1494] 


publication, mathematicians did not recognize negative 
numbers as a full-fledged mathematical entity, which did 
not come about until nearly 1600 (see Kline [1972, p. 
252]). As.a result, Pacioli seems to have taken pains to 
avoid the use of negative numbers, using transposition to 
mean negativity (see Peters and Emery [1980]). Actually, 
in this age of personal computers, there is no reason to 
avoid the use of negative numbers, especially if by doing 
so a more homogeneous classification of accounts is 
achieved. However, without transposition it is possible 
to have journal entries, such as a purchase of inventories, 
in which all accounts are on the debit side and no 
accounts show up in the remaining columns. This is not a 
violation of the double-entry or triple-entry equation 
since all sides of the entry still add to the same number, 


Zero. 


3 Using the terms in Hempel and Oppenheim [1948], 


` A Stock, is the '*explanundum" which is explained by 


Flow, or the ‘‘explanans.’’ For example, an enterprise 
owning only cash had a decrease in cash from $30,000 to 
$20,000. Why did it happen? Flow accounts, collectively 
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To comprehend what this extension 
means in the accounting environment, it 
is useful to translate stock and flow ac- 
counts into accounting terms, **wealth" 
and ‘‘income.’’ Wealth is assets less lia- 
bilities. Income is revenues less expenses. 
There are other flow accounts such as 
contributions by owners or distributions 
to owners, as well as such flow accounts 
as purchases, collections, or payments, 
which do not normally give rise to a 
change in wealth. But since income-pro- 
ducing activities are the primary source 
of wealth change of interest, flow ac- 
counts other than income will be set 
aside for simplicity of illustration. 


MOMENTUM, FORCE, AND IMPULSE 


To extend the wealth-income dichot- 
omy to a trichotomy, it is necessary to 
introduce the concept of *'*the rate at 
which wealth is changing," or equiva- 
lently ‘‘the rate at which income is being 
earned.” The concept will be denoted by 
momentum. While both wealth and in- 
come are measured in monetary units 
such as dollars, momentum is measured 
in monetary units per period, such as 
dollars per year or per month. Unlike in- 
come, for which measurement requires 
specifying two points in time, momen- 
tum shows a state (of income being 
earned) at any single point in time. 
Income is then a realization of momen- 
tum as time passes. Under a stable 
momentum, income is defined as mo- 
mentum times '*duration" of momen- 
. tum.*5 

The concept of momentum is actually 
used in business, although normally the 
difference between momentum and 
income is not explicitly made. For exam- 
ple, when an executive says **this invest- 
ment (or that division or that asset) is 
earning $60 million a year," what the 
executive refers to is momentum, not 
income.$ 
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Because momentum may be defined 
and measured at any single point in time, 
it is conceivable to prepare a **balance 
sheet" in which all revenues and ex- 
penses are treated as stock accounts and 
measured in momentum. Such measure- 
ments may be based on a detailed 
analysis of asset and liability items in 
terms of their ability to contribute to 
the earning process. In this analysis, 


momentum for monetary assets and lia- 


bilities is easy to determine using the 
pertinent interest rate. For nonmonetary 
items, an analogy with the historical cost 
principle may be taken, and we may 
adopt what may be called the ‘‘historical 
momentum principle.” Under this prin- 
ciple, the momentum of an item 
acquired is set equal to the momentum 
of an item given up in exchange, until the 
change in momentum is confirmed by 
realization, such as actual sale or lease or 
else a contract to sell or lease at a fixed 
price or rate.’ 





adding to —$10,000, explain the reason. The next step 
will be to treat the loss of $10,000 as an explanundum and 
try to find its explanans. 

* If wealth at time Tis denoted by Wr, income between 
time T” and T is W,—W;:, while momentum is dW/dt 
evaluated at tes T. 

* An investment of $10,000 yielding interest at the rate 
of one percent per month has a momentum of $100/mo. 
If the momentum is stable at this rate, its realization over 
a year (a one-year duration) will result in an income of 
$1,200. In mechanics, momentum is defined as mass (m) 
times velocity (v). Analogously, in the accounting 
interpretation, momentum may be defined as investment 
times yield, e.g. $100/mo -:$10,000 x 1%/mo. 

$ A car driven at 60 miles an hour at a given point in 
time may or may not go 60 miles in the next hour since the 
speed need not remain constant. ` 

? The historical momentum principle implies apprecia- 
tion or depreciation in book value at a constant rate, 
hence it conflicts with the historical cost principle which 


. results in a constant book value. A translation of such 


methods as FIFO, LIFO, the lower-of-cost-or-market 
method, and various depreciation methods also gener- 
ates a different result when applied to momentum 
compared with their application to wealth. Comparisons 
and reconciliations of the differences between account- 
ing principles and standards as they are applied to wealth 
and as they are applied to momentum offer an interest- 
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Consider the fact that momentum 
itself changes over time. Just as the rate 
of change in wealth is measured in 
momentum, the rate of change in mo- 
mentum must now be measured in 
another concept.? Because there is no 
such concept currently established in ac- 
counting, we may seek a concept in 
mechanics that fits in the definition. 
That is the concept of force. Force is 
measured as a rate of change in momen- 
tum. Hence, in the accounting interpre- 
tation, it is expressed in monetary units 
per period squared, such as dollars per 
month per month.? | 

Although both momentum and force 
are undoubtedly terms that are. not 
familiar to accountants and managers, 
such an introduction of new terms is 
. unavoidable in an extension of a system 
like double-entry bookkeeping. Fortu- 
nately, both terms have common-sense 
interpretations that fit very well with the 
technical meaning we are seeking. "9 

Since momentum shows a state at a 
given point in time, equation (1) may be 
applied to momentum, treating it as 
stock. Namely, we want to account for 
changes in the net balance of momentum 
by means of a set of accounts designed to 
express the reasons for the change in 
momentum. Here again, since there is no 
convenient term that currently exists in 
accounting to describe a set of such ac- 
counts, a comparable term in mechanics 
may be considered. 

There are two requirements that the 
new concept must satisfy. Just as wealth 
and income are both in the same mea- 
surement unit, for example, dollars, 
momentum and this new concept must 
be in the same measurement unit, for 
example, dollars per month. Second, 
just as income is a realization of mo- 
mentum and is measured by momentum 
times duration when the momentum is 
stable, the new concept is a realization of 
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force and is measured by force times 
duration when the force is stable. A con- 
cept in mechanics that satisfies both 
requirements is called impulse.” 
. A FRAMEWORK FOR 
TRIPLE-ENTRY BOOKKEEPING 


Table 1 shows the relationship among 
wealth, momentum, income, force, im- 





ing subject of study, enhancing our understanding of 
what these accounting principles and standards mean 
in a broader context. 

-Why did our momentum go down from $5 million a 
month to $4 million a month?” an executive may ask; 
“What. are the contributing factors?” Often casual 
explanations are given in monthly management reports 
to the board of directors. We need to formalize the rea- 
soning behind the attribution to various factors in the 
form cf accounts. l 

.° In mechanics, force is defined as mass (m) times 
acceleration (a). In the accounting interpretation, force 
may be defined as investment times acceleration (rate of 


. change in yield), e.g., $10/mo?=$10,000 x0.1%/mo?, 


namely the yield, stated as a fraction per month, in- 
creases by 0.1%/mo for each one-month duration of, 
say, an inflationary force. If wealth is W, momentum is 
M, and force is F, then M=dW/dt, and F=dM/dt 
-qd'W/dt. Here, the measurement of wealth is the- 


primary measurement and the measurement of momen- 


tum and that of force are derived measurements. It has 
been observed, however, that the **best" measurement 
for one of the three need not be the "best"? measurement 
for the remaining two. See Ijiri and Noel [1984] for a 
detailed discussion on the choice of measurement for 
each of the three dimensions, comparing the historical 
cost and the current cost measurements. 

? Concepts and relationships among them in an 
original field must of course fit in nicely in the applied 
field; but it is also nice if the concepts and relationships 
are not inconsistent with their common-sense interpreta- 
tions. 

! In mechanics, impulse is measured as force times 
duration. It can also be shown that it is equivalent to 
mass times velocity, just as momentum is. Although in 
mechanics impulse is used in particular for situations 
where duration is short, in our accounting application we 
may apply it more generally, irrespective of the length of 
duration. For a detailed treatment of the concepts and 
measurements of momentum, force, and impulse in 
Newtonian mechanics, see, for example, French [1971]. 
The analogy with Newtonian mechanics should, how- 
ever, be pursued only to obtain some valuable insights 
into how the triple-entry bookkeeping framework should 
be developed. A wholesale translation without regard to 
its applicability to accounting is dangerous, since after 
all, physics and accounting are two different fields of 
endeavor. 
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"TABLE 1 
A FRAMEWORK FOR TRIPLE-ENTRY BOOKKEEPING 


- Debit 


Force Accounting 
Single-Entry 
Bookkeeping 
in Dollars/Month? 


Momentum Accounting 
Double-Entry 
Bookeeping 
in Dollars/Month 


Wealth Accounting 
Triple-Entry 
Bookkeeping 
in Dollars 


Wealth 
Statement 


— A Derivative Relationship 
ee» An Integral Relationship 
===> A Difference Relationship 


pulse, and one more concept yet to be 
explained, namely action. On the bottom 
row of Table 1 we have the familiar two 
dimensions in wealth accounting, that is, 
wealth and income, setting aside the 
third dimension of action for now. The 
two dimensions are tied together by the 
difference relationship, AWealth=In- 
come, both of which are stated in mone- 
tary units such as dollars. — 

We now move to the second row of 
Table 1, which expresses the double- 
entry equation (1) applied to momen- 
‘tum, namely AMomentum = Impulse. 
That is, changes in momentum at any 


two points in time are fully accounted 


for by impulse, whose accounts express 
the underlying forces that are judged to 
be responsible for the momentum 
change. Both momentum and impulse 
are stated in monetary units per period. 


Credit 


bes) [i 
E i 
| , i 


Ba i 
' 
ra] D] Ca] 


Force 
Statement 


Momentum 
Statement 


This particular layer of accounting, 


called momentum accounting, is analo- 


gous to the conventional double-entry 
framework for wealth and income, ex- 
cept that the primary object of account- 
ing is momentum instead of wealth. 
The top row of Table 1 shows the di- 
mension for force accounting. Its only 
dimension is force, which is stated in 
monetary units per period squared. 
While conceptually it is possible to de- 
fine a concept that deals with a rate of 
change in force, a higher dimension is 
not considered at this time. (Such a 
concept will become necessary if the 
bookkeeping system needs to be further 
extended to quadruple-entry bookkeep- 
ing.) Hence, force accounting has to be 
based on a single-entry bookkeeping sys- 


E tem. 


Two types of relationships exist across 
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different layers of accounting. One is the 
derivative relationship that exists be- 
tween wealth and momentum as well as 


between momentum and force. One deals | 


with the rate of change in the other, and 
mathematically one is the time derivative 
of the other. This relationship is shown 
in Table 1 by diagonal arrows. The other 
is an integral realtionship connecting 
concepts vertically in Table 1, such as 
momentum-income and force-impulse 
(as well as impulse-action, which will be 
explained later). For a constant momen- 
tum or force, income is momentum 
times duration and impulse is force times 
duration, as mentioned. earlier. More 
generally, income is measured as an 
integration of momentum, and impulse 
is measured as an integration of force, 
both over a given period of time. 

The diagonal, derivative relationship 
‘and the vertical, integral relationship 
that tie wealth, momentum, and income 
are the converse of each other if the inte- 
gration constant is set equal to the be- 
ginning balance of wealth. Hence, the 
equality holds between the wealth di- 
mension and the income dimension when 
the beginning balance of wealth is added 
to the latter. Here, the horizontal rela- 
tionship between wealth and income is a 
difference relationship, as against the 
derivative and integral relationships dis- 
cussed above, since journal entries are 
made at discrete points in time to change 
wealth and income accounts. 

The same triangular relationship may 
be observed among momentum, force, 
and impulse. The derivative relationship 
between momentum and force, the inte- 
gral relationship between force and 
impulse, and the difference relationship 
between momentum and impulse are all 
. analogous to their counterpart observed 
in the triangular relationship among 
wealth, momentum, and income. 

One thing that should be emphasized 
in the vertical linkage of the three types 
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of accounting (wealth, momentum, and 
force accounting) is the importance of 
the timing of momentum change in as- 
sessing its impact on wealth. In conven- 
tional wealth accounting, one dollar of 
income increases wealth by exactly one 
dollar regardless of when it is earned, if 
we set aside a compounding effect (one 
dollar's worth of wealth earned earlier in 
a period may contribute to further earn- 
ings during the rest of the period). In 
momentum accounting, a $1/month in- 
crease in momentum occurring at the be- 


. ginning of a year yields a $12 increase in 


both wealth and income, again setting 
aside the compounding effect, while the 
same momentum increase occurring at 
the end of the year has a zero impact on 
this year's income. 

Normally, an intraperiod timing dif- 
ference in income recognition has no im- 
pact on the income for the period and on 
the ending wealth. Similarly, an intra- 
period timing difference in impulse rec- 
ognition (recognition of changes in mo- 
mentum) has no impact on the impulse 
for the period and on the ending momen- 
tum, yet such a timing difference signifi- 
cantly affects the lower level concepts in 
Table 1, namely income for the period 
and ending wealth. 

For this reason, in momentum and 
force accounting the timing of journal 
entries recognizing a change in momen- 
tum or force is as important as the 
amount of the entry. Such a sensitivity to 
timing of the change (another way of 
stating this is the duration of a given 
level of momentum or force) is a new 
element in accounting, observed in mo- 
mentum and force accounting but not in 
conventional wealth accounting.” 


94 The fact that the intraperiod timing difference in 
income recognition is not important in conventional 
wealth accounting does not mean that the underlying 
mathematical properties of wealth accounting are dt. ` 
ferent from those of momentum or force accounting. 
They are all identical in terms of their mathematical 
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Now consider the third dimension in 
wealth accounting under a triple-entry 
bookkeeping system. Since AMomentum 
= Impulse, and momentum integrates to 
income, impulse should also integrate to 
something that ties in with income under 
a suitable selection of integration con- 
stants. We shall use the term ''action" to 
designate such a concept that refers to 
the realization of impulse.'? Action, 
therefore, shows an ultimate effect of 
force and is measured in monetary units 
just as wealth or income is. In addition, 
just as income requires beginning wealth 
as the integration constant to maintain 
the equality between the wealth dimen- 
sion and the income dimension, action 
requires the same beginning wealth as 
the integration constant. But action 
requires something more. As stated be- 
fore, the equality between the momen- 
tum dimension and impulse dimension 
can be maintained only after the begin- 
ning momentum is added as the integra- 
tion constant. Hence, when the impulse 


is integrated along with the beginning 


momentum, the result shows a division 
of income in the current period into two 
components: (1) the portion of income 
that is a realization of the momentum 
that existed at the beginning, and (2) the 
portion of income that is generated as a 
result of various changes in the momen- 
tum during the period. 


Thus, in the action dimension we have 
two integration constants: (1) the begin- 
ning wealth and (2) a realization of the 
beginning momentum. The difference 
between the ending wealth and the sum 
of these two constants is the contribution 
of forces exerted during the period, mea- 
sured in terms of their impact on wealth 
that was realized during the period. Such 
current period contributions of forces 
are classified into various force accounts 
based on the types of forces that are 
judged to be responsible for the momen- 
tum change. 
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Reading Table 1 column-wise, the six 
dimensions of triple-entry bookkeeping 
may be divided into three categories: 
wealth. in the first column (debit); mo- 
mentum and income in the second col- 
umn (credit); and force, impulse, and 
action in the third column (which we 
shall call ‘‘trebit’’).‘* Each category is 
summarized in the respective statement 
(wealth, momentum, and force state- 
ments), an example of which is shown 
later in Table 4. The wealth statement is 
similar to the assets and liabilities 
portion of the existing balance sheet. Its 
bottom line shows the net wealth at the 
end of the period, classified into various 
types of assets and liabilities. 

The momentum statement has two 
columns, one for momentum and the 
other for income. In the momentum 
column, various revenues and expenses 
are stated in terms of their respective 
momentum evaluated at the end of the 
period. The income column is like the 
conventional income statement. It shows 
the realization of revenue and expense 


properties. It just so happens that the concept of an 
integral of wealth is not widely used in management, 
except in such areas as interest computations where the 
timing of deposits and withdrawals is important. In fact, 
an integral of wealth from the beginning to the end of a 
period gives rise to the notion of ‘‘wealth utilization” 
during the period, which may have important applica- 


. tions in the determination of the rate of return. (Cur- 


rently most such needs are met by just taking the average 
of the beginning and the ending balances of assets or 
investment.) In such a measurement, an intraperiod 
timing difference in income recognition can become an 
important issue. 

13 In mechanics there does not seem to be any concept 
that specifically refers to the realization of impulse. The 
term “‘action’’ has been chosen here since it describes the 
managerial aspect of the relationship with wealth and 
income in the most concise manner, although unfor- 
tunately the term has already been used in mechanics to 
designate another, totally different, concept. 

14 Out of six letters in *'trebit,"" four letters are in the 
same position as ‘‘debit’’ and also four letters are in the 
same position as “‘credit.’” Hence, the new term has not 
only a satisfactory connotation for the third column 
("tre for three and *'bit for piece) but also has 
phonetic consistency with the existing two terms. 
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momenta during the period along with 
the beginning balance of owners! equity 
accounts so that the sum of all items in 
this column equals the net wealth at the 
end of the period. 

The force statement has three columns, 
the first one for force, the second one for 
impulse, and the third one for action. 
The force column shows the end-of- 
period balance of various force accounts 
that are in the process of affecting mo- 
mentum. They are recorded under a 
single-entry system. The impulse col- 


umn shows the impact on momentum of: 


forces exerted during the period. When 
the beginning momentum is added to the 
sum of items in the impulse column, the 
total should agree with the ending mo- 
mentum balance in the momentum state- 
ment, The action column shows the im- 
pact on wealth of various forces exerted 


during the period. The sum of this im-. 


pact, beginning wealth, and the realiza- 
tion of the beginning momentum during 
the period equals the ending wealth. 
Note that wealth accounting under a 
triple-entry bookkeeping system can be 


implemented without the higher-level 


structure such as momentum accounting 


and force accounting. After all, judg- 


ments on income and action can be made 
on a purely subjective basis if necessary. 
The super-structure placed on wealth 
accounting, however, puts discipline 
over such judgments and offers a **frame- 
work" to add logical strength to the 
wealth accounting system. 


AN EXAMPLE 


A simple example illustrating the basic 
relationship among the pertinent dimen- 
sions is now presented to provide some 
idea of the structure of the triple-entry 
bookkeeping system. After a brief dis- 
cussion of transactions, a worksheet, 


journal entries, and financial statements 
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are presented in Tables 2-4. In Table 5 a 
list of a variety of force accounts that 
may be used in triple-entry bookkeeping 
is provided. Many such items have been 
used in monthly management reports to 
the executives and the board of directors 
as well as in variance analysis of factory 
costs, describing why income or cost has 
gone up or down relative to the previous 
period or relative to the budget. Triple- 
entry bookkeeping makes such judg- 
ments by accountants an integral part 
of the bookkeeping system so that the 
judgments are carried out systematically, 
uniformly, and consistently. | 

XYZ Company engages in retailing of 
bottled mineral water, including deliver- 
ies. At the end of month zero, the com- 
pany's assets are $30 in cash, $180 in 
receivables, and $340 in inventories, 
while its liabilities are $50 in payables 
(000's omitted.) There are no fixed asset 
accounts since the warehouse, the office 
building, and delivery trucks are all 
leased. The company's wealth at the end 
of month zero is, therefore, $500. (See 
the first row in Table 2.) In addition, as 
of the end of month zero, the company 
has a net momentum of $10/month, 
which is $100/mo in sales less $90/mo in 
expenses. The latter consists of $50/mo 
in cost of sales, $30/mo in operating 
expenses, and $10/mo in income taxes. 
(See the first column in Table 2.) Thus, . 
in month one management inherits the 
enterprise legacy in the form of a $500 
wealth and a $10/mo momentum. 

At the beginning of month one, man- 
agement plans to introduce a new product, 
carbonated mineral water. Management 
is most interested in knowing the impact 
of this action on momentum as well as 
on wealth. Also, management wants to 
keep an eye on three factors, namely (1) 
margin, (2) volume, and (3) efficiency 
of delivery workers, so that corrective 
actions may be taken immediately when 
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they are needed. Margin is gross margin 
per unit of sales and volume is sales 
volume. In addition to these two key ele- 
ments of operation, efficiency of deliv- 
ery workers is an important factor, since 
it causes a significant fluctuation in the 
operating expense. The wage rate has 
been fixed by a union contract and is not 
expected to change in the near future. 
Other operating expenses are expected to 
be stable, and the tax rate is set at 50 
percent. 

In view of these factors in the manage- 
ment environment, it is decided to open 
four force accounts: New Product, 
Margin Variance, Volume Variance, and 
Efficiency Variance. Normally, there is a 
need for a miscellaneous force account 
which takes care of insignificant or un- 
explainable changes in momentum, but 
in this example, it is assumed that the 
above four accounts are sufficient. Since 
management’s concern is after-tax fig- 
ures, all force accounts are expressed in 
terms of their impact on the after-tax 
momentum and wealth.!5 

It is also decided to sequence force 
accounts in exactly the way in which they 
are shown in Table 2 so that any joint 
effects would be grouped together in the 
force account that appears earlier in the 
sequence. Hence, for example, all of the 


volume effect of new product introduc- - 


tion is included in the new product ac- 
count so that the volume variance 
account shows only the impact of 
volume change in the old product. Simi- 
larly, the efficiency variance account 
shows the impact of labor usage after 
adjusting for the impact of the new 
product introduction and the volume 
change in the old product. One month 
has been selected as the basic time unit 
by which to measure momentum. The 


accounting period in this example is con-. 


sidered to be only two months long 
instead of a more standard 12 months. 
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Activities in month one are sum- 
marized on the top half of Table 2. It 
shows an increase in. momentum from 
$10/mo to $15/mo, to a large extent due 
to the new product. For simplicity, it is 
assumed that all momentum changes 
occur at the beginning of each month. 
Table 2 also shows that the momentum 
and its change increased wealth by $15 in 


. month one. Activities in month two are 


likewise summarized in the same table. 
The bottom portion of the table summa- 
rizes the impact of force on momentum 
as well as on wealth. Table 3 shows a 
trial balance along with aggregate jour- 
nal entries in each of the two months. 
Table 4 gives wealth, momentum, and 
force statements covering the two-month 
period. Table 5 provides examples of 
force accounts, classified by their types. 


SUMMARY 


In summary, this paper introduced 
three layers of accounting (wealth, mo- 
mentum, and force), each with its own 
measurement unit (dollars, dollars per 
month, and dollars per month per 
month), which interlock with each other 
through the derivative/integral relation- 
ship. The third dimension of triple-entry 
bookkeeping has thus been developed 
not only at the dollar measurement level, 
which articulates with the conventional 
wealth and income dimensions, but also 
at the level of its first and second deriva- 
tives. 

The conventional accounting identity, 
debitzcredit, is therefore extended 
“horizontally” along the same measure- 
ment unit to debit =credit =trebit; at the 


5 Although margin, volume, and efficiency variances 
seem to have no direct relationship with forces or actions 
in management as such, they are used here because of 


, their familiarity in cost accounting. As we gain more 


experience in dealing with force accounts, they may be 
regrouped to tie in more closely with specific managerial 
forces and actions as shown by examples in Table 5. 
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TABLE 3 
TRIAL BALANCE AND JOURNAL ENTRIES 
Debit Credit Trebit 
(Wealth) (income) (Action) 
Trial Balance at the End of Month 0 
Cash $30 Beginning Wealth $500 Beginning Wealth $500 
Receivables 180 
Inventories 340 
Payables -50 
Total $500 Total $500 Total $500 . 
Journal Entries in Month I (Total) 
Beginning Momentum $10 
Cash $60 = Sales $140 = New Produét 4 
Receivables 10 Cost of Sales -72 Margin Variance t 
Inventories 8 Operating Expenses -38 Volume Variance 1 
Payables -63 Income Taxes -15 Efficiency Variance - -i 
Total $15 Total us Total © $15 
Journal Entries in Month 2 (Total) _ 

. , Beginning Momentum $10 
Cash . $18 Sales $150 New Product 6 
Receivables 10 Cost of Sales -78 Margin Variance ; -2 
Inventories -3 Operating Expenses ~36 | Volume Variance 3 
Payables -7 Income Taxes -18 Efficiency Variance 1 

Total $18 Total $18 . Total $18 
Trial Balance at the End of Month 2 

Beginning Wealth $500 Beginning Wealth $500 

Beginning Momentum 20 

Cash . $108 Sales 290 New Product 10 

Receivables 200 Cost of Sales -150 Margin Variance -t 

Inventories 345 Operating Expenses -74 Volume Variance 4 

Payables -120 Income Taxes -33 Efficiency Variance s 0 

Total $533 Total $533 Total ` $533 





same time a new accounting identity is 
introduced to link measurements ‘‘ver- 
tically’ along the derivative/integral 
relationship using the fact that rate of 
change times duration of the rate equals 
the amount of change. 

In this way, the extension of double- 
entry bookkeeping to triple-entry book- 


keeping is carried out under a disciplined 
framework of measurements, which 
hopefully will direct management's 
attention and sensitivity to factors at a 
level deeper than the level of wealth and 
income that has been traditionally dealt 
with by double-entry accounting. 


WEALTH, MOMENTUM, AND FORCE STATEMENTS 


TABLE 4 
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Wealth Statement 
Wealth 
Ending 
Wealth Accounts Balance 
Cash $108 
Receivables 200 
Inventories 345 
Payables -120 
Total $533 
Momentum Statement 
Momentum: Income: 
Ending Impact on 
Momentum Accounts Balance Wealth 
Sales $150/mo $290 
Cost of Sales -78 -150 
Operating Expenses -36 -74 
Income Taxes -18 -33 
Total $18/mo $33 
Beginning Wealth 500 
Ending Wealth $533 
Force Statement 
Force: Impulse: Action: 
Ending Impact on Impact on 
Force Accounts Balance Momentum Wealth 
New Product $2/mo? $6/mo $10 
Margin Variance -3 -2 -1 
Volume Variance 2 3 4 
Efficiency Variance 2 1 0 
Total $3/mo? $8/mo $13 
Beginning Momentum 10 20 
Ending Momentum $18/mo 
Net Income $33 
Beginning Wealth 500 
Ending Wealth $533 
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TABLE 5 


EXAMPLES OF FORCE ACCOUNTS 


A. Internal Forces 





L Investment Forces 
a. Acquisitions. 
b. Plant Openings 
c. Plant Expansions 
d. Securities Investments 


2. Divestment Forces 


a. Segment Disposals 

b. Plant Closings 

¢. Product Discontinuance 
d. Inventory Clearance 


3. R&D Forces 


a. R&D Discoveries 

b. Patent Licensing 

c. Product Development 

d. Process Development 

e. Mineral Discoveries 
4, Labor Forces 

a. Hiring 

b. Firing 

c. Training 

d. Strikes 

e. Productivity 

f. Wage Rates 


5. Production Forces 


8. Process Improvements 
b. Product Qualtiy Changes 
c. Crash Production 

d. Industrial Accidents 

e. Contaminations 

f. Spoilage 

g. Stockouts 


6. Marketing Forces 


a. New Product Campaigns 
b. Advertising Campaigns 
c. Price Changes 

d. Market Research 

e. Designs and Packaging 


7. Financing Forces 


a. Borrowing 

b. Refunding 

c. Stock Issues 

d. Stock Retirements . 
e. Conversions 

f. Debt Restructuring 
g. Hedging 





B. External Forces 





8. Competitive Forces 


a. Competitors’ New Products 
b. Competitors’ New Services 
c. Competitors’ Promotions 
d. Price Wars 


9, Economic Forces 


a. Seasonal 

b. Cyclical 

c. Growth Trend 

d. Inflation Rate 

e. Unemployment Rate 


10. Governmental Forces 


a. Tax Reforms 

b. Subsidies 

c. Interest Rates 

d. Product Safety Control 
e, Environmental Controal 
f. Zoning and Permits 

g. Consent Decrees 


11. International Forces 


a. Wars 

b. Nationalization 

c. Embargoes 

d. Currency Restrictions 
e. Quotas 

f. Import Duties 

g. Foreign Exchange Rates 
h. Foreign Interest Rates 
i. Foreign Inflation Rates 


12. Natural Forces 


a. Earthquakes 
b. Tornadoes 

c, Hurricane 

d. Severe Weather 
e. Lightning 


C. Residual Forces 





13. Unattributed Forces 


a. Price Variance 

b. Quantity Variance 
c, Volume Variance 
d. Spending Variance 
e. Efficiency Variance 
f. Miscellaneous 





ljiri | |... Van 
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The Phantom Federal Income Taxes 
of General Dynamics Corporation 


James E. Wheeler and Edmund Outslay 


ABSTRACT: This article reviews and evaluates the financial reporting of the federal income 
taxes of General Dynamics Corporation. Such a review illustrates the material discrepancies 
that can result between book income and tax return income using generally accepted 
accounting principles. It also raises doubts as to (1) the relevance of the current disclosure of 
"effective tax rates" in the income tax note to the financial statements, and (2) whether 
General Dynamics has fully reported its tax status in its annual reports. We believe that the 
FASB should require a more complete articulation of a corporation's tax status in its annual 


reports. 


New York Times article [Gerth, 
Feb. 1, 1985, p. 27] revealed that 
General Dynamics Corporation 

had not paid any federal income taxes 
since 1972.' In addition, the article 
stated that between the period 1979-1983 
the company had paid shareholders 
more than $200 million in dividends, 
none of which were taxable as ordinary 
income to the recipients. While confirm- 
ing that the dividends were indeed tax- 
free, a spokesperson for General Dynam- 


ics refused to comment on the company's . 


tax situation, stating that **we feel that 
our tax status has been reported fully in 
our annual reports."' 

This article reviews and evaluates the 
financial reporting of the federal income 
taxes of General Dynamics Corporation 
(GDC). It exposes several important 
measurement and disclosure issues that, 
while especially applicable to GDC, are 


relevant to other companies as well. In 
particular, the analysis illustrates the 


1 This analysis of GDC's financial reporting of its 
federal income taxes was substantially completed, 
except for the data from the 1984 Annual Report, well 
before the New York Times article appeared. The ex- 
treme nature of GDC's book and tax disparities was 
uncovered in a search of the Compustat tapes as part of 
another research project. 
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material discrepancies that can result be- 
tween book income and tax return in- 
come using generally accepted account- 
ing principles (GAAP). It. also raises 
doubts about (1) the relevance of the 
current disclosure of ‘‘effective tax 
rates" in the income tax note to the 
financial statements and (2) whether 
GDC’s tax status ‘Shas been reported 
fully in our annual reports.’’ 

This paper is organized as follows: 
first, the federal income taxes of General 
Dynamics for the years 1973-1984 are 
analyzed in detail; second, the propriety 
of its income tax disclosures is discussed 
in light of current practices; and finally, 
the issues raised by the GDC situation 
are examined relative to the ongoing 
controversy over the problems of ac- 
counting for and reporting federal in- 
come taxes. ) 


THE REPORTED FEDERAL INCOME TAXES 
or GDC, 1973-1984 


An analysis of GDC's annual reports 
from 1973-84 indicates that the com- 
pany ,reported positive net income per 
books in each year except 1978. Con- 
sistent with the comprehensive inter- 
period tax allocation requirements of 
APB No. 11, the Company also reported 
a positive federal income tax expense in 
each year other than 1978. Over this time 
period, cumulative pre-tax book earn- 
ings totaled $2.709 billion and cumula- 
tive federal income tax expense totaled 
$1.005 billion, as shown in Table 1. 

Over the identical 12-year period, 
however, General Dynamics actually 
paid no federal income taxes and 
accumulated a net operating loss carry- 
forward for tax purposes at the end of 
1983 of $3.1 billion (Col. 3 of Table 1).? 
Then, in a sudden turnabout, this NOL 
- carryforward was reduced by over $2 
billion to $957 million in 1984 alone. The 


cumulative difference between GDC's 
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book income and tax return income, 
which over the 1973-83 period exceeds 
$5.1 billion, is dramatically depicted in 
Figure 1. This divergence between finan- 
cial and tax reporting is most apparent in 
1983, when book income exceeded esti- 
mated tax return income by $1.145 
billion, and in 1984, where estimated tax 
return income before the NOL deduc- 
tion exceeded book income by $1.459 
billion.. | 


Reconciling the Disparity Between 
GDC's Book and Tax Return Incomes 


The principal cause of the enormous 
difference between GDC's book and tax- 
able income is the company's use of the 
completed contract method for tax pur- 
poses while the percentage of completion 
method is used for financial reporting 
(the completed contract method gener- 
ally is not permissible for financial 
reporting in GDC's case [AICPA, 1981, 
para. 25]). | 

Under the completed contract meth- 
od, the company defers recognition of 
gross profit on the contract as taxable 
income until the contract is ‘‘complete’’ 
[Reg. Sec. 1.451-3(d)(1)]. Prior to 
changes made in the Tax Equity and Fis- 
cal Responsibility Act of 1982 (TEFRA), 
a **contract,"" in the case of a manufac- 
turer of defense hardware such as GDC, 
included all orders for a particular prod- 
uct from both domestic and interna- 
tional sources. As long as GDC could 
obtain worldwide orders for a particular 
model of fighter plane, it apparently 
considered the contracts not to be com- 
pleted. Thus the contracts were kept 


2 GDC actually paid $68.4 million in federal income 
taxes during 1973-75, but this was refunded in 1976 due 
to a net operating loss (NOL) carryback. In addition, 
the GDC loss carryforward of $3.1 billion to 1984 is, to 
our knowledge, the largest reported NOL carryforward 
in U.S. corporate history. It exceeds by $1 billion the 
NOL carryforward reported by the Chrysler Corpora-. 
tion in 1980, 








762 The Accounting Review, October 1986 
: TABLE 1 
THE Book AND TAX RETURN RESULTS OF GENERAL DYNAMICS Coie: 1973-1984 
(ALL DOLLAR AMOUNTS IN MILLIONS) 
Excess 
Earnings Estimated « Deficit > 
. «Losses» Federal ` of Book Income Federal 
Before Minority TaxableInc Over Tax Income Taxes “Effective” 

Calendar Interest opd Before NOL Return Tax Paid Tax Rate 

Year Income Taxes Deduction Income? Provision <Refunded> per GAAP 

(7) (2) |) (4) (5) (6) -  Q) 
1973 $ 66.1 $ 247] $n 37.4% 
1974 92.9 142.5) $ 153.3 34.6) $68.4 37.2 
1975 136.8 47.7} f 34.9 
1976 161.8 «142.5» 304.3 53.3 - «68.4» 33.2 
1977 188.9 «241.0» - :429.9 |. 0793 0 42.0 
1978 «151.2» 8 «348.0» 196.8 «107.2». 0 n/a 
1979 . 296.2 <255.0> 551.2 104.9 0 35.4** 
1980 258.6 «337.5» 596.1 62.1 0 24.0** 
1931 196.2 «636.5» 832.7 72.1 0* 36.7** 
1932 269.388 «646.0» 915.3 108.8 0* 40.4** 
1983 509.7 «636.0» 1,145.7 223.1 0 43.8** 
Subtotal ` $2,025.3 $<3,100.0> $ 5,125.3 $ 703.4 0 2 
' 1984 683.6 2,143.0 <1,459.4> 301.9 0 44.2** 
Totals $ <957.0> $ 3,659 $1,0053 0 


$2,708.9 


€ This loss was solely the result of an extraordinary write-off on GDC's nuclear submarine contracts. 
This amount excludes a $52 million before-tax loss from discontinued operations. 
# The $68.4 million refund per the 1976 financial report divided by the 48 percent corporate tax rate in the refund 
years equals $142.5 million of estimated taxable income for years 1973 through 1975 aggregated. 
## The yearly amounts in this column can be viewed as the total of the permanent and timing differences for each 


year. 


* This i ignores the $46.4 million received in 1981 and 1982 from the sale of tax benefits under the Safe Harbor 


Leasing provisions. 


** As shown in the annual report to shareholders. GDC first began showing what they label as their “effective tax 
rate" in 1980; the rates were then shown for both 1979 and 1980. The amounts in the final column for years prior to 
1979 were computed by dividing the tax provision column amounts by the amounts shown in the before tax book 


earnings column. 


“open” and all gross profit on the prod- 
uct was deferred until such time that no 
more orders were received and all back 
orders were filled. Such ‘‘contracts’’ 
could be extended almost indefinitely. 

. In TEFRA Congress attempted to 
limit the **contract's" life by defining a 
single contract as an order for a product 
that is to be independently priced and 
separately delivered. Theoretically, this 
would treat each domestic and foreign 
order for a similar product as a separate 


contract. The effect of the changes, 
because they are limited to new contracts 
after December 31, 1982, is not evident 
in GDC’s tax position. GDC's manage- 
ment letter in the 1982 Annual Report 
[p. 38] stated that: 


Congress has significantly reduced the 
benefits of tax deferrals resulting from 
the use of the completed contract 
method of accounting for taxable years 
ending after 31 December 1982. While 
the Corporation does not anticipate any ` 
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FIGURE 1 
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* The taxable income for 1973, 1974, and 1975 totaled approximately $142.5 million (sec Table 1); this has been 


split into thirds for this chart. 
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significant cash impact in 1983, it can- 
not determine the impact in subsequent 
years until interpretive regulations are 
issued. [This was not even mentioned 
in the 1983 Annual Report even with 
the enormous decrease in the NOL . 
carryforward occurring in 1984.; 


The availability of the completed con- 
tract method was extended to General 
Dynamics Corporation and other defense 
contractors in 1976 through the issuance 
of Treasury regulations. Prior to 1976, 
GDC recognized revenue for income tax 
purposes upon delivery. In its 1975 
annual report [p. 25], the Company 
stated that: 


For tax purposes, sales and earnings 
under certain major U.S. Government 
contracts and programs are reported as 
deliveries are made; whereas for finan- 
cial reporting purposes, sales and earn- 
ings are accounted for using the per- 
centage-of-completion methods. 


The use of the delivery method for tax 
purposes produced differences between 
GDC’s book and taxable income, but the 
magnitude of the differences was rela- 
tively small compared to current differ- 
ences, and the income measures were 
both of the same sign. As shown in Table 
1 (Col. 3), we estimate that tax return 
income for 1973-75 totaled $142.5 mil- 
lion, whereas book income totaled 
$295.8 million (Col. 2). The income tax 
provision for 1973 through 1975 totaled 
$107 million while federal income taxes 
actually paid were $68.4 million. 

When General Dynamics Corporation 
changed to the completed contract 


method in 1976, it stated the following in 


its 1976 annual report [p. 25]: 


Effective 1 January 1976, the corpora- 
tion changed, with the permission of 
the Internal Revenue Service, to the 
completed contract method for report- 
ing taxable earnings on long-term con- 
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tracts. Under this method, substantial 
amounts of earnings recognized for fi- 
nancial reporting purposes are deferred 
for Federal income tax purposes. In 
addition, substantial costs including 
general and administrative, state and 
local income taxes and certain fringe 
benefits, applicable to long-term con- 
tracts, are deducted currently under the 
completed contract method. [The cur- 
rent deduction of related overhead was 
permitted even though these overhead 
charges are reimbursed on a monthly 
basis by the Federal Government. The 
reimbursement, however, was treated as 
deferred revenue for tax purposes.] 


While the completed contract method 
allows postponement of revenue, it also ` 
theoretically requires postponement of 
the related cost of goods sold. In those 
relatively few cases in which this method 
can be used for financial reporting, a 
case can also be made for deferring some 
of the selling and administrative costs 
[see FASB, 1985, p. 69, para. 10]. GDC 
made no such deferral for tax purposes 
and, in 1983, the resulting NOL was 
$636 million while the “‘selling, and gen- 
eral and administrative" expenses were 
$408.3 million. It appears that for 1983, 
GDC deducted about $227.7 million 
($636 —$408.3) of cost of sales in excess 
of any revenue recognized. 


Tax Carryforwards: GDC’s NOLS 
and ITCs 


As Table 1 shows, the 1976 change in 
the income tax regulations immediately 
permitted GDC to report operating 
losses for tax purposes. The 1976 NOL 
resulted in a $68.4 million refund of 
federal income taxes presumably paid 
in years 1973, 1974, and 1975.° From 


3 Tt is quite possible that the NOL carryback freed up 
some ITCs that may then have been carried back to 
years 1970, 1971, or 1972 in obtaining the $68.4 million 
refund. 
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| ` TABLE 2 
GENERAL DYNAMICS CORPORATION’S NOLS AND TOTAL ASSETS 

(ALL DOLLAR AMOUNTS IN MILLIONS) 

Aggregate Assets in 
Calendar Taxable NOL Carried . Total Excess of NOL 

Year Income* Forward - Assets Carryforwards 

1973} "me 0 $ 599. $ 599 | 
1974} $ 142.5 0 717 717 
1975} 0 788 788 
1976 «142.5» 0 861 861 
1977 «241.0» $ «MI» 1,601 1,360 
1978 «348.0» «589» 1,779 1,190 
1979 «255.0» «844» 2,005 1,161 
1980 «337.5» «1,181.5» 2,436 1,254.5 
1981 «636.5» «1,818» 2,327 509 
1982 «646.0» «2,464» 2,640 176 
1983 .«636.0» «3,100» 2,836 «264» 
Subtotal $<3,100.0> 
1984 2,143.0 <957> 3,035 2,078 
Total $ <957.0> 


* These amounts represent estimated taxable income before the NOL deduction and are from Table 1. 


1976 through 1983, GDC consistently 
reported large NOLS and thus has paid 
no federal income tax net of refunds 
from 1972 through 1984.4 

Net operating losses incurred after 
1975 for tax purposes must be used 
within 15 years of their incurrence or 
their tax benefit will expire. In the case 
of General Dynamics, its tax NOL carry- 
forwards to 1984 begin to expire in 1992. 
Of more immediate concern to GDC, 
however, is the potential expiration of its 
` investment credit carryforwards. As of 
the end of 1984, GDC reported ITC 
carryforwards of $165.1 million, which 
will begin to expire in 1990. Since GDC 
must use all of its $3.1 billion NOL 
carryforward to 1984 before it can use 
any of its ITC carryforwards, the Com- 
pany must generate at least $3.1 billion 
of taxable income by 1990 or it will lose 
part of its ITC carryforward. A major 
step was taken in that direction by ‘‘con- 


suming" $2.143 billion of the $3.1 bil- 
lion NOL carryforward in 1984. Now 
only the 1983 and part of the 1982 NOLs 
remain—making up the $957 million 
NOL carryforward—thereby pushing 
back the expiration date to 1998 and 
1999, 


EsriMATING GDC’s Tax BASIS 
BALANCE SHEET . 


The magnitude of the losses reported 
for tax purposes.can be brought into 
better perspective when they are com- 
pared tó the total assets of GDC. This is 
shown in Table 2 

While reported total assets might 
normally be considered to be the upper 
bound on any accumulation of losses, it 


“In addition, GDC received $46.4 million from the 
sale of tax benefits in 1981 and 1982 under the Safe 
Harbor Leasing provisions. For a discussion of these 
provisions, see Stickney, Weil, and Wolfson [1983]. 
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TABLE 3 
GENERAL DYNAMICS CORPORATION ESTIMATED TAX Basis BALANCE SHEET AS OF DECEMBER 31, 1983 
(AMOUNTS IN MILLIONS) 
Assets $2,836.2 Current liabilities $ 903.0 
Other liab. (672.6 — $46.5 deferred tax) 126.1 
Deferred gross profit ` 4,962.9* 
Total liabilities $ 5,992.0 
Common stock $ 80.1 
Treasury stock «135.9» 
Paid-in capital «55.8» 
Retained earnings assumed equal to 
NOL carryforward «3,100.02 * 
Total owners’ equity $<3,155.8> 
` Total assets $2,836.2 Total liab. & capital $ 2,836.2 


* All amounts, other than the deferred gross profit.and the tax basis retained earnings (the NOL), are as shown in 
the financial accounting balance sheet at December 31, 1983. The deferred gross profit equals book retained earnings 
($1,316.4) plus deferred taxes ($546.5) plus the NOL carryforward ($3,100) = $4,962.9. It should be noted that this 
deferred gross profit has substantially been received by GDC in the form of progress payments. 


must be remembered that the tax benefit 
of the net-operating loss carryforward is 
not usually recorded as an asset. NOL 
carryforwards are first used in financial 
reporting to draw down existing deferred 
tax credits. 

If the financial Geet bases and tax 
bases of the assets were the same at their 
acquisition dates, then the tax basis 
balance sheet of General Dynamics 
might appear as shown in Table 3 at 
December 31, 1983. 

Because the NOL of. $3.1 billion ex- 
ceeds total assets, there is a negative 
shareholders’ equity and the liabilities 
(including deferred gross profit) are 211 
percent of total assets. The negative 
paid-in capital is caused by treasury 
stock acquisitions i in 1983 and not by the 
tax reporting of General Dynamics. (In 
1984, $557 million more was spent to 
acquire treasury shares and this stock 


retirement program continued into 1985.) - 


GDC’s BALANCE SHEET AND INCOME 
STATEMENT PRESENTATION 


Accounting for NOLs 


The current accounting treatment of 
net operating losses under APB 11 
[AICPA, 1967] has received consider- 
able attention in the renewed debate over 
accounting for income taxes. In the most 
frequent case, the argument centers on 
whether the future tax benefits of an 
NOL should be recorded as an asset in 
the year the NOL arises or be deferred 
until the benefit is received. (See Elliott 
and Swieringa [1985] for a discussion of 
this issue.) For most companies, the 
existence of a current year tax loss coin- 
cides with reduced book earnings or a 
current year book operating loss. In the 
General Dynamics case, however, the 
current year tax losses (prior to 1984) 
occurred when record operating profits ` 


were reported to shareholders. 
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The accounting for NOL carryfor- 
wards is made even more complex when 
there are deferred tax credits already on 
— the books at the time the carryforward 
arises. APB 11 [AICPA, 1967], para- 
graph 48, requires that if the tax benefit 
of an NOL carryforward is not recog- 
nized in the year it arises, the company 
must draw down (eliminate) deferred tax 
credits by the smaller of (1) the potential 
tax benefits of the NOL carryforward or 
(2) the amount of the net deferred tax 


credits (deferred tax credits less deferred ` 


tax charges) that would turn around (on 
an individual item basis) in the carry- 
forward period of the NOL. In some 
cases, the drawn-down credits arose 
from the timing differences that created 
the NOL. If the NOL is used in a later 
period, the drawn-down deferred tax 
credits must be reinstated to the extent 
that they would not have turned around. 

To illustrate, assume P Corporation 
had an unused NOL carryforward of 
$50,000 from the year 1984, for both 
book and tax purposes (i.e., no timing or 
permanent differences). Also assume the 
company had previously recorded net 
deferred tax credits of $30,000. Assum- 
ing a 46 percent tax rate, the NOL would 
generate a $23,000 tax savings when 
realized. Under APB 11, P Corporation 
would be required to offset the implicit 
tax benefits from the NOL against its 
deferred tax credits by the lesser of 
$23,000 or $30,000. This would be 
recorded as follows: 


Deferred tax credit 
Federal Income Tax Provision 


"^. 23,000 
23,000 


When book income is positive and tax- 
able income is negative, the recording of 
the NOL benefit becomes more complex, 
depending on whether the company is 
certain or uncertain of its use of the 
NOL. If a company is uncertain of the 
future realization of its tax benefit and 


| Deferred tax credits 
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has net deferred tax credits that would 
turn around in the carryforward periods, 
the company should disclose the drawn- 
down deferred tax credits. 


GDC’s Accounting for Its NOLs 


On the 1983 General Dynamics bal- 
ance sheet, there appears a liability for 
"future"? but currently deferred taxes in 
the amount of $546.5 million (without 
any discounting). Apparently, this 
amount is not in excess of the cumulative 
11-year (1973 through 1983) tax provi- 
sion of $703.4 million due to adjust- 
ments other than tax payments. With a 
$5.125 billion difference between pretax 
financial income and tax return income, 
the deferred tax credits (ignoring any 
draw-downs) should be approximately 
$2.36 billion ($5.125 billion x46%). In 
GDC’s 1983 annual report [p. 30], the 
note on income taxes states: 


The Corporation has a net operating 
loss carryforward of $3,100.0 [in 
millions] expiring in various amounts 
from 1992 through 1998. Investment tax 
credits of $149.2 [in millions] have re- 
duced deferred income taxes and will 
expire in varying amounts beginning in 
taxable years after 1989. ; 


This quote clearly states that the ITC 
carryforwards have reduced deferred 
taxes. In journal entry form with years 
1973-1983 aggregated, the draw-down of 
deferred tax credits because of the ITC 
carryforwards would appear as follows: 


149.2 


Federal income tax provision 149.2 


Draw-down of deferred tax credits 
from timing differences for unused 
ITCs under the flow-through method. 


It should be noted that this recognizes 
the ITC for financial reporting as a 
reduction in the tax provision under the 
flow-through method even though these 
same ITCs may expire unused for tax 
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purposes. In addition, the implications 
of the NOLs are not clearly presented in 
the prior quote. Since NOLs, as deduc- 
tions, come before investment tax credits 
in computing the income tax liability, 
they should reduce the deferred tax 
` credit amount before the ITC is applied. 
But such is not stated in the quoted note 
to the financial statements. It should be 
realized that NOLs often result from a 
combination of both permanent and tim- 


ing differences. In the absence of per- 


manent differences and with a positive 
before-tax book income, the draw-down 
of deferred tax credits for NOLs should 
merely offset their own originating de- 
ferred tax credits. Thus, in these cases, 
deferred taxes are only recorded for the 
differences between pretax book income 
and a positive (or zero) tax return in- 
come. However, all timing differences 


and their sources should be disclosed in : 


the income tax footnote. 

. If the GDC deferred tax amount has 
been drawn down by the NOLs as well as 
by the $149.2 million of ITCs, the total 
deferred tax amount (timing differences 
x46%) in the 1983 Annual Report 
should be $2,121.7 million without the 
draw-downs. This figure is the sum of 
the recorded $546.5 million plus the 
$149.2 million of ITCs plus $3,100 mil- 
lion of NOLs times 46 percent ($1,426 
million). 

To ascertain whether the NOLs have 
reduced deferred tax credits, we can 
examine the recording of the $636 mil- 
lion increase in NOLs in 1983. The 
formula in Table 4 can be used to recon- 
cile the difference between before-tax 
book net income and tax return income. 

General Dynamics Corporation re- 
ported before-tax earnings of $509.7 
million in its 1983 annual report to its 
shareholders. The difference between tax 
return income (a $636 million loss) and 


the before-tax book income (a $509.7 
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million profit) is $1,145.7 million. This 
amount should be reflected as either tim- 
ing or permanent differences in the 
income tax note to the financial state- 
ments. 

The above analysis illustrates that the 
unreported GDC timing differences are 
equal to the increase in the NOL carry- 
forward. General Dynamics Corpora- 
tion has *'*recorded" the draw-down of 
the deferred tax credits for NOL carry- 
forwards by merely not reporting the 
related deferred credits in the first place. 
There is no way of knowing the source of 
the unreported timing differences or 
when they might turn around. For exam- 
ple, were the unreported differences due 
to long-term contracts or to other items 
such as depreciation or installment sales? 


GDC's Reporting of Its NOL 


General Dynamics Corporation re- 
ported deferred taxes in the tax provision 
for 1983 of $243.4 million as follows 
[1983 Annual Report Note F]: 





Completed contract method: 
Earnings on uncompleted contracts $230.1 
Transitional polustnestty 14.6 
Oer MT (1.3) 
$243.4 








In reporting the 1983 tax provision 
[1983 Annual Report Note F] GDC 
shows the following: 


Tax provision at current tax rates on 





book income: 
Current SOU 
Deferred 243.4 
Tax Credits — deferred (11.9) 
Depletion allowances in excess of cost 
depletion —deferred . (4.8). 
Permanent deferral of DISC income (1.5). 
Provision for income taxes $223.1 





Since General Dynamics Corporation 
used the same technique to ‘‘report’’ the 
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effect of each year's increase in the NOL 
carryforward, the unreported (and un- 
disclosed) timing differences total 
approximately $1.426 billion (the $3.1 
billion NOL times a 46 percent corporate 
tax rate). These timing differences would 
then be drawn down by $1.426 billion— 
the tax effect of the NOL carryforward 
—and they would reverse in 15 years. 
But what are the sources of these timing 
differences? Are they due to long-term 


contracts or other items? If the NOL is 


due to long-term contract timing differ- 


ences, the $230.1 million increase in 


deferred taxes for 1983 should be $522.7 
million [$230.1+(46% x $636)], and 
then the $292.6 million ($636 x46%) 
draw-down for the 1983 increase in the 
NOL carryforward could be shown, ` 


The disclosure in the GDC 1984 


Annual Report: regarding the NOL is as 
follows [p. 30]: 


Provision: 
Completed contract method 
er 


Tax effect of net operating 
loss carryforward utilized (generated) 


Cumulative deferred income taxes 


The Corporation has net operating loss 


carryforwards of $957.0 which if not 


used will expire in 1998 and 1999. 

It should be noted that the amounts 
for the completed contract method 
(CCM) reported in 1984 for years 1983 
and 1982 vary significantly from those 
shown in the 1983 and 1982 Annual 
Reports. 
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l 1983 1982 
CCM (per 1984 Annual Report) $406.6 $407.0 
CCM (per 1983 and 1982 Annual ` 
Reports) 230.1 96.0 
Amounts unreported in 1983 
and 1982 $176.5 $311.0 


inier 
Aste i bn 


unma eame 


. The tax effect of the ‘‘utilized’’ NOL, 
the reduction in the NOL from $3.1 bil- 
lion in 1983 to $957 million in 1984 
($2.143 billion), was reportedly $1,053.4 


‘million. This implies that the NOL 


prevented taxes at the rate of 49.16 per- 
cent from being assessed ($2,143 
X 49.16% =$1,053.4) whereas the top 
tax rate would be only 46 percent (48 
percent for years prior to 1979). The 
“utilization”? does, however, point out 
the fact that there have been unreported 
timing differences of considerable 























Year Ended 31 December 

1984 1983 1982 
$ (774.5) $ 460.6 $ 407.0 

39.4 6.4 50.8 
$ (735.1) $ 467.0 $ 457.8 
1,053.4 (230.4) (334.6) 
$ 318.3 $ 236.6 $ 123.2 
$ 852.2 $ 546.5 $ 321.3 

















magnitude in the GDC financial 
statements for many years, some of 
which have not yet been reported. 

With NOLs expiring, if unused, in 
1998 and 1999, and considering ‘the 
15-year carryforward, the NOLs for 
GDC must be from years 1982 and 1983, 
respectively ($636 million in 1983 and 
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TABLE 4 
RECONCILIATION OF BEFORE-TAX Book NET INCOME AND TAX RETURN INCOME 














GDC 
1983 Data 
Before-Tax Book Net Income $ 509.7 
Plus or minus Permanent differences (differences between — 
the revenue and expense items in (1) before tax ` 
book net income or in (2) tax return income 
where only one of these two items is ever 
impacted). .20.3* 
Equals The Book Equivalent of Tax Return Income $ 530.0 
Plus or minus Recorded timing differences (differences be- — 
tween the revenue and expense items entering 
into (1) before tax book net income and into 
(2) tax return income in different years). «530.0» ** 
Equals A Positive or Zero Tax Return Income -— 
Plus or minus Unrecorded timing differences «636.0»? 
Equals A Negative Tax Return Income $<636.0> 


* This amount consists of $11.9 deferred tax credits + $4.8 depletion + $1.5 DISC +a negative current provision of 
$2.1; thus these are not all permanent differences. 
** The recorded timing differences of $243.4 divided by 46% =$529.1 million with the difference due to rounding. 
# Unrecorded current year timing differences drawn down; note that recorded and unrecorded timing differences 
total $1.166 billion ($530 + $636) for 1983 and not the reported $530 million. 


TABLE 5 


GENERAL DYNAMICS CORPORATION's DISTRIBUTIONS TO Irs SHAREHOLDERS AND RELATED DATA 
(ALL DOLLAR AMOUNTS IN MILLIONS) 








Before Retained Current 
Dividend Tax Net Earnings Year Cumulative 
Year Payments* ` Earnings? End of Year NOL? NOL? 

1973- 
1978 $ -0- $ 495.3 $ 628.1 $ «589» 
1979 34.4 296.2 718.6 $«255» $ «844» 
1980 36.3 258.6 937.2 «337.5» «1,181.5» 
1981 41.3 196.2 1,020.0 «636.5» «1,818» 
1982 41.1 269.3 1,111.7 «646» «2,464» 
1983 52.2 509.7 1,316.4 ` <636> <3,100> 
Subtotals $205.3 $2,025.3 
1984 43.8 683.6 1,644.6 2,143 «957» 
Totals $249.1 $2,708.9 














* During the 12-year period covered by this article, dividends were paid only in years 1979 through 1984. 
* Data from Table 1. 
# NOL carryforward used in 1984. 


Wheeler and Outslay 


$957 — $636 =$311 of the 1982 NOL 
unused). This implies that $2.143 billion 
of NOLs have been **consumed" in 1984 
because of completion of contracts. The 
only mention of any contracts closing in 
1984 comes in Management's Discussion 
and Analysis of the Results of Opera- 
tions and Financial Condition (p. 34), 
where it is stated that **operating earn- 


ings in 1982 were reduced by $83.9 [mil- 


lion] on the initial two SSN 688-class 
contracts [submarines] completed in 
1984." There is no other discussion in 
the annual report as to any contracts 
having closed. 

This raises the question as to whether 
GDC is closing contracts rather arbi- 
trarily so as not to lose the ITCs that 
begin expiring after 1989 or whether the 
company decided not to pursue the 
aggressive tax posture that it had been 
pursuing, thus changing its accounting 
method for tax purposes. In either situa- 
tion, the IRS could argue that the $2.143 
billion adjustment should be spread over 
prior tax years. If this were done, via 
amended returns, the prior $200 million 
in tax-free dividends mentioned in the 
introduction (and discussed more fully 
later in this article) could become tax- 
able. It seems very unlikely that GDC 
would be closing so many contracts that 
it would go from reporting over $630 
million in tax losses in each of the prior 
three years to suddenly reporting a posi- 
tive taxable income in 1984 of $2.143 
billion before the NOL carryforward. 
But since this is the case being reported, 
certainly the shareholders and potential 
investors should have been given much 
more information than that contained in 
the 1984 Annual Report. The sudden 
and enormous change in tax status in 
which a $2.143 billion NOL carryfor- 


ward is consumed should be fully ex- 


plained. This raises doubts as to whether 
GDC’s tax status has been reported fully 
in its annual reports as claimed. 
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GDC’s EFFECTIVE TAX RATE 
PRESENTATION 


The presentation of an ‘‘effective’’ tax 
rate as required by Accounting Series 
Release No. 149 (ASR No. 149) [SEC, 
1973] has long been criticized as inappro- 
priate and misleading as a measure of a 
firm's tax burden (see, for example, 
Stickney [1979a] and Fiekowsky [1977]). 
Under ASR No. 149, a company's 
“effective tax rate’’ is defined to be the 
income tax expense (per books) divided 
by book income before taxes. Accord- 
ingly, General Dynamics has reported 
effective tax rates ranging from 24 per- 
cent to 44.2 percent during the period 
1973-1984 (see Table 1, Col. 7). In 
actuality, of course, GDC has paid zero — 
federal income taxes during this time 
period and very modest amounts of state 
and local income taxes. One can only 
marvel at how comprehensive income 
tax allocation can portray a company 
that has not paid any federal income 
taxes for 12 years (net of refunds) as 
having ''effectively" paid out almost 
one-third of its income to the govern- 
ment. 

There have been numerous attempts to 
convert the financial accounting ‘‘effec- 
tive tax rate" to a more realistic mea- 
sure of the effect of the tax laws on a 
company's tax burden (see, for example, 
Fullerton [1984]; Joint Committee on 
Taxation [1983]; Fiekowsky [1977]; and 
Stickney [1979b]). However, due to the 
fact that GDC has reported an increase 
in its NOL carryforward for every year 
from 1977 through 1983, it can safely be 
assumed that tax return income for the 
company each year was negative. From a 


federal income tax standpoint, then, 


GDC’s effective tax rate for each year of 
this period has been zero. 

* The tax status of these dividends would depend on 
whether the statute of limitations (three-year or six- 


year) had expired on the shareholders! previously filed 
tax returns. 
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FOREIGN AND STATE AND LOCAL 
INCOME TAXES 
With respect to state and foreign 
income taxes, only in 1980 did General 
Dynamics Corporation disclose any sig- 


nificant detail concerning current tax . 


payments to both state and foreign 
governments. The 1980 disclosure, how- 
ever, covered the years 1978, 1979, and 
1980. For example, of the total provi- 
sion of $104.9 million in 1979, only $7.8 
million (less than ten percent) was listed 
as current, and this entire amount was 
paid to foreign governments (see GDC's 
1980 Annual Report, p. 44). It is ironic 
that the largest defense contractor in the 
United States pays more foreign income 
taxes than U.S. federal income tax. The 
existence of foreign tax payments or 
accruals indicates that, in addition to its 
NOLs and ITCs, GDC has the potential 
to trigger some undisclosed amount of 
unused foreign tax credits for the pur- 
pose of reducing any future U.S. federal 
income tax on recognized foreign earn- 
. ings. 


THe Tax Status oF GDC's DIVIDEND 
PAYMENTS 

Without further investigation, one 
might suppose that, with record earnings 
of over $500 million reported in 1983 and 
with retained earnings of $1,316 million 
at December 31, 
Dynamics Corporation dividends would 
be taxable to shareholders. With over $3 
billion in NOLs, however, GDC’s ‘‘earn- 
ings and profits" (E&P) account—the 
tax measurement that determines the 
taxability of corporate distributions—is 
negative. Thus, GDC distributions to its 
shareholders were reported as tax-free 
returns of capital (IRS Sec. 301 (c)) prior 
to 1984. These distributions would be 
taxed as long-term capital gains once the 
. basis of the stock in the hands of the 
shareholders is totally recovered. A re- 


1983, the General ` 
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turn of capital distribution is deemed to 
be out of paid-in capital (both par value 
and additional paid-in). Table 5 shows 
the distributions by year along with the 
before-tax net earnings, the retained 
earnings, and the NOLs reported for tax 
purposes. 

While GDC makes no mention of the 
tax-free status of its dividend distribu- 
tions in its annual reports, many com- 


panies (see, for example, American Elec- 


tric Power) do report the tax-free nature 
of their dividend distributions. In GDC’s 
case, this information was obtained 
from Standard and Poor’s Dividend 
Record. 

It should also be noted that, beginning 
with contracts entered into after Septem- 
ber 30, 1984, **taxpayers" such as Gen- 
eral Dynamics will no longer be able to 
use the completed contract method for 
purposes of computing the current year’s 
E&P account [Code Sec. 312(n)(7)]. 
Congress amended Code Section 312 in 
the 1984 Tax Reform Act to require that 
corporations using the completed con- 
tract method in determining taxable in- 
come must use the percentage of comple- 
tion method in computing E&P. The 
stated purpose of this change was to 
make E&P conform more to **economic 
income" (one must wonder why tax 
return income is also not subject to the 
same standard). The effect of this tax 
law change on the tax status of GDC’s 
dividends remains to be seen, however, 
because. corporations apparently can 
continue to use the completed contract . 
method for E&P purposes on contracts 
entered into before October 1, 1984. 
Notwithstanding the enormous taxable 
income before the NOL deduction 
($2.143 billion) in 1984, it is. quite 


conceivable that the losses from pre- 


October 31, 1984 contracts will exceed 
the gross profit from subsequent con- 
tracts for many years to come, thus con- 
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tinuing the nondividend status of future 
distributions. 
CONCLUSIONS AND RECOMMENDATIONS 

It is coincidental that GDC's financial 
reporting of its federal income taxes 
should come under public scrutiny at a 
time when the subject of accounting for 
income taxes is under reconsideration by 
the FASB. The problems encountered in 
accounting for net operating losses are 
very apparent when one analyzes GDC's 
financial presentation of its federal in- 
come taxes. In addition, the GDC pre- 
sentation is a vivid reminder that the 
calculation of a company's ‘‘effective’’ 
tax rate required by ASR No. 149 can 
produce results that do not reflect 
economic reality. 

GDC publicly claims that its ''tax 
status has been reported fully in our 
annual reports." Our analysis raises 
serious concern about the accuracy of 
that statement, at least as it applies to all 
but the most sophisticated readers of 
financial statements. 


. This is an indictment not just against | 


GDC but also against some of the 
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current accounting practices in the 
. reporting of income taxes. Commenta- 


tors on current practice (see, for exam- 
ple, Stickney [1979b] and Wheeler and 
Galliart [1974]) have. long recognized 
that current articulation rules could 
benefit from substantial revision. The 
GDC case is no exception. While this is 
not to suggest that a company be re- 
quired to disclose tax return information 
in its financial statements, it is to suggest 
that the FASB should require a more 
detailed presentation of a company's 
sources of permanent and timing differ- 
ences and the expected year(s) of rever- 


sal. f. 

The FASB has a difficult problem in 
its evaluation of accounting for income 
taxes. Comprehensive income tax alloca- 
tion, even though it has stood the test of 
time, fails in many instances to ade- 
quately reflect a company's economic 
position. Such will continue to be the 
case as long as the federal income tax 
system provides companies with the 
opportunities to exclude or indefinitely 
defer the recognition of significant 
amounts of their economic income, 
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JERRY D. SULLIVAN, and RICHARD A. 
GNOSPELIUS, Montgomery's Auditing, 
Tenth Edition, College Version (New 
York: John Wiley & Sons, 1984, pp. xxxi, 
1179, $38.00). 

JERRY D. SULLIVAN, RICHARD A. GNOS- 
PELIUS, PHILIP L. DEFLIESE, and HENRY R. 
JAENICKE, Montgomery’s Auditing, Tenth 
Edition (New York: A Ronald Press Pub- 


lication, John Wiley & Sons, 1985, pp. xl, 


1426, $68.00). 


The College Version of this classic is a 
thoroughly contemporary, solidly competitive 
entry in the audit textbook market; it is only the 
third such version (the first since 1923) to be 
published. Like the Tenth Edition of its parent 
(the professional reference version), it is based on 
the fundamental relationships among financial 
statement assertions, specific audit objectives, and 
specific internal control objectives. The College 
Version preceded its parent volume on the market 
and is an adaptation *'tailored to the needs of 
college courses . . ."' (p. ix). The parent volume 
appears to have been completely revised and 
expanded by more than 50 percent from the ninth 
edition (reviewed April 1977, pp. 543-545). 

Major portions of the college and reference 
versions are essentially the same. However, 
coverage in the parent volume is broader. It 
includes an additional section (Part 5) that has over 
300 pages devoted to auditing in specialized 
industries (e.g., banking, construction, and health 
care) which do not appear in the College Version. It 
also covers audit aspects of generally accepted 
accounting principles in much more detail than the 
corresponding treatment in the College Version. 
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An instructor’s manual is available for the 
College Version. It contains solid solutions for the 
questions, problems, and cases appearing at the 
end of each chapter in the text. Otherwise the 
instructor’s manual is lean in scope, but contains a 
test bank and some proforma course syllabi that 
may be especially useful upon first adoption. 

One of the cases in the College Version (Quinn 
Hardware) is pedagogically intriguing. It is a 
comprehensive and realistic audit case that 
continues in serial form in five widely separated 
chapters. In Chapter 6 the student must cope with 
special audit risk and the need for adequate 
information on the character of the client 
enterprise. In subsequent episodes the student is 
exposed to decisions about control evaluation and 
reliance as well as decisions about audit strategy for 
particular risk areas (including tax accruals). The 
case concludes in Chapter 25 where the student 
encounters decisions about presentation and 
disclosure in the auditor’s report. This case 
includes exposure to the relationships among basic 
documents commonly associated with a voucher 
system. For the first course in auditing, this case 
can be a satisfactory replacement for a previously 
employed independent, comprehensive practice 
case. 

Except as described above, the Tenth Edition 
and its College Version are substantially 
equivalent in their organization and presentation 
of (1) the role and structure of auditing; (2) the 
audit process together with supporting theory and 
methods; and (3) the execution of an audit. As ex- 
pected, given the lineage of these volumes, they 
are devoted almost exclusively to attestation. 
Those searching for ways to enrich coverage of in- 
ternal, operational, or performance auditing will 
need to look elsewhere. 

The legal liability section is well organized, and 
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effectively and cohesively summarized in a master 
chart that compares several salient features of 
common law and the Securities Acts of 1933 and 
1934. The ethics coverage of auditor in- 
dependence could benefit from a similar com- 
parative analysis of the AICPA Code of Ethics 
and SEC releases that cover the philosophies and 
that give guidance for particular fact situations. 

The chapters on extent of testing and statistical 
sampling are clear and solidly related to SAS 39. 
The approach to compliance testing strategy is 
tied to a specific taxonomy of control objectives 
that the authors relate to SAS Section 320. This 
rather unique taxonomy is reconciled with the 
financial statement assertions of SAS 31. This 
reconciliation then is used to explain the strategic 
relationships between compliance results and the 
subsequent selection, extent, and timing of 
substantive tests. 

Specific audit applications are organized and 
explained using a modified transaction cycles ap- 
proach. Those covered include the revenue, buy- 
ing, and production cycles. However, accounts 
- that the authors believe often might be audited 
most efficiently by relying solely on substantive 
tests are treated in stand-alone chapters which 
follow a more traditional balance sheet approach. 
For example, cash receipts and cash disbursements 
procedures are covered extensively in a chapter on 
cash. These two types of transactions are treated 
less, extensively in the revenue and buying cycle 
chapters. 

Even the College Version is longer than mos 
auditing textbooks. Much of this is due to the 
richness of the treatments of specific applications 
rather than to breadth of coverage. For example, 
the revenue cycle chapter is enriched by discus- 
sions not only of potential impact on audit 
strategy of the special risks which might be related. 
to consignment sales, fixed payments revenue, 
production payments, and gifts or donations, but 
also of deferred income and long-term contracts. 
These discussions demonstrate how the auditor 
might vary the emphasis among alternative tests in 
response to various special circumstances. A 
separate chapter dealing with tax accruals also is a 
welcome and practical enrichment not found in 
many basic texts. 

These two publications provide a conservative, 
thorough, current, and contemporary treatment 
of auditing from an attest perspective. They 
should quickly earn acceptance and be recognized 
as enhancing the already high regard in which 
Montgomery’s Auditing is held. 

Bart H. Warp 
Professor of Accounting 
The University of Oklahoma 
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MICHAEL GROBSTEIN, STEPHEN E. Logs, and 
RoBERT D. NEARY, Auditing: A Risk Anal- 
ysis Approach (Homewood: Richard D. 
Irwin, Inc., 1985, pp. xviii, 803, $34.95). 


Most auditing texts use one of two major 
approaches to the study of internal control and 
substantive testing. These are the balance sheet and 
the transaction cycle approaches. The title of this 
text suggests that a new approach based on risk 
analysis has been developed. In reality, an 
approach using ‘‘operating components’’ is 
presented, with risk analysis as a pervasive 
dimension. This is an application of SAS 47, 
“Audit Risk and Materiality in Conducting an 
Audit"; the profession's recognition of the risk 
dimension. This dimension can be integrated into 
either of the two major approaches mentioned 
earlier. 

This textbook is significantly different from its 
more traditional predecessor, Auditing Theory 
and Practice, third edition, 1983 (reviewed 
October 1984, p. 720), that also was coauthored by 
Professor Loeb. The other coauthors on that book 
are acknowledged in the preface. 

The new text presents the study of internal 
control and evidence gathering in an operating 
components format. The authors identify four 
components: sales, production or service, finance, 
and administrative. All evidence is gathered by 
component. Thus, the study of some accounts 
(e.g., cash or accounts receivable) will be divided 
among the components; partitioning of the cover- 
age requires those trained in the other approaches 
to devote some time to thinking and adapting. It 
also creates problems for students. In response to 
a poll, students indicated they had substantial 
difficulty learning the audit method as presented. 
They considered the text material to be ‘‘vague’’ 
because of the partitioning of coverage. Once 
learned, however, the clerical problems of con- 
solidating bits of evidence into the working papers 
and internal control review are the only difficult 
areas. The clerical problem is minor; the internal 
control problem is more serious. But this apparent 
weakness can be alleviated by making the account- 
ing systems class a prerequisite to auditing. 

The text has excellent problems, a majority of 
which are AICPA-adapted. It also is easy to read, 
with many direct quotes and references to the 
Auditing Standards. All of the normal auditing 


topics are presented. The book has good first 


course coverage of audit sampling and EDP in 
auditing and excellent coverage of planning 
considerations. Illustrations are very good and the 
appendices are well done. Another deficiency 
noted was that the lack of a sample program makes 
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the chapter on audit programs difficult to 
visualize. Adopters should consider providing such 
a sample for students. 

The text is interesting and unique. It should 
encourage teachers and other authors to integrate 
risk analysis into their coverage of the other 
auditing approaches. The text is acceptable for a 


first course in auditing with either a conceptual or a. 


procedural orientation since it has elements of 
both. 

HAROLD WILDE 

Associate Professor of Accounting 
- University of North Dakota 


STANLEY D. HALPER, GLENN C. Davis, P. 
JARLATH O'Nrzum-DUNNE, and PAMELA R. 
Prau, Handbook of EDP Auditing (Bos- 
ton: Warren, Gorham & Lamont, Inc., 
1985, pp. xxxvi, 1112, $84.00). 


The 32 chapters of EDP auditing concepts and 
practices drawn from the innovative Computer 
Audit Assistance Group of Coopers & Lybrand 
provide an excellent resource for EDP audit and 
other information system (IS) professionals. 
Academics, however, may need to resequence and 
augment the content for classroom use. The 
authors’ perspective emphasizes financial au- 
diting. Thus, some additional operational EDP 
audit material is necessary to prepare for the CIA 


and CISA examinations. Although this book is 


lengthy, the detailed table of contents and index 
enable efficient access to topics of interest. 

As a rather comprehensive reference for 
practitioners, the handbook provides appropriate 


coverage of the EDP audit process, internal 


control evaluation, data and physical security, and 
both control objectives and mechanisms for system 
development, data center operations, and 
applications. Audit objectives and procedures for 
these areas also are discussed. A section on EDP 
audit techniques for compliance and substantive 
testing is included. One of this book's strengths is 
the inclusion of checklist and questionnaire 
material to illustrate the concepts presented. An 
extensive glossary and a bibliography provide 
additional guidance. l 

The material is well written and supported by 
ample illustrations, industry-specific examples, 
and commercial software features. For an 
individual less experienced with computerized 
financial systems, sufficient and easily understood 
descriptions of computer concepts (including 
microcomputers), system development, computer 
operations, and most accounting systems are 
included. The control-oriented flowcharting, 
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~ interviewing, and transaction walk-through 


material will be valuable. The more seasoned 
practitioner will benefit from the well articulated 
discussion of the control analysis methodology. 
Some attention is devoted to the organization of 
the EDP audit function and the relationship 
between internal, external, and EDP auditors. 

The coverage of financial systems addresses the 
general ledger and the typical subsystems within 
the revenue, expenditure, and production cycles. 
Supplemental material will be required for record 
retention requirements and for the investments, 
fixed assets, budgeting, personnel, and debt-equity 
systems. Internal EDP auditors with an opera- 
tional audit interest also will need supplemental 
references for information system planning, 
budgeting, capacity planning, charge-out, 
CAD/CAM, office systems, insurance, and IS 
performance evaluation. Managers of an EDP 
audit function may need additional material on 
planning, scheduling, budgeting, career pathing, 
skills enhancement, and performance appraisal for 
their staff. The supplemental coverage, however, 
should not overshadow the excellent material on 
auditing computer-based financial systems which 
represents the major mission of most EDP audit 
groups. 

Subsequent to the completion of this book in this 
era of rapid technological change, additional 
material on local area networks, multi-user micros, 
information centers, decision support systems, 
fourth-generation languages, computer-assisted 
software engineering tools, and structured 
development methodologies should be considered 
by EDP auditors. 

For students and less experienced EDP auditors, 
the organization of the content, even with the 
extensive index, may create some access dif- 
ficulties. For example, the system development - 
area processes, controls, and audit procedures are 
distributed across six chapters, including some 
non-obvious locations. Similarly, the application 
systems! specific processes, control objectives, and 
audit programs are contained in two non- 
contiguous chapters. Application input-update- 
maintenance controls, compliance and substantive 
tests, and EDP audit techniques all appear in 
separate chapters. For formal academic and pro- 
fessional education use, instructors may choose 
to create (1) selected topics meta-indices and (2) 
matrices which relate application processes, con- 
trol objectives and mechanisms, and EDP audit 
programs and techniques. The experienced EDP 
audit professional, however, should be able to 
locate relevant material without difficulty. 

This handbook contains a wealth of excellent 
EDP audit concepts and practices. The absence of 
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questions, exercises, and cases for each chapter, 
however, would require additional instructor-. 
prepared material. This volume would be a 
valuable library reference for a college EDP audit 
course, internal and external EDP audit 
professionals, and information system staff. — 

MARTIN L. BARIFF 

Coleman Associate Professor 

of Information Resources Management 

Illinois Institute of Technology 


WM H. HorrMAN, JR., and EUGENE 
Waus, Editors, West's Federal Taxation: 
Comprehensive Volume, 1986 Annual Edi- 
tion (St. Paul: West Publishing 
Co., 1985, pp. xxx, 1201, $36.95). 

WiLLAAM H. HOFFMAN, JR., and EUGENE 
Ws, Editors, West's Federal Taxation: 
Individual Income Taxes, 1986 Annual 
Edition (St. Paul: West Publishing Co., 
1985, pp. xxv, 1128, $32.95). 


These texts are intended for introductory 


courses in federal taxation. The Comprehensive 
Volume is an abridged version of West's Federal 
Taxation: Individual Income Taxes and West’s 
Federal Taxation: Corporations, Partnerships, 
Estates and Trusts. As such, it provides broad 


coverage for those who offer only one course in. 


federal taxation. Its breadth is such that the in- 
structor has a great deal of flexibility in structuring 
such a course. The Individual Income Taxes 
volume, by contrast, is intended for a first course in 
federal taxation for undergraduate and law 
students. Both texts are written in a prose style with 
extensive references within the paragraphs and in 
footnotes. This format, which attempts to com- 
bine the benefits of prose and reference style tax 
texts, has contributed to the success of the West 
series since its inception in 1977. 

These 1986 annual editions from West may be 
regarded as unique in one sense. They are not ac- 
companied by a supplement to make them current 
and reflect the latest tax law changes. In recent 
years most tax texts have been obsolete by the time 
they reached the classroom. Indeed, part of West's 
success may be attributed to the excellence of their 
supplements in response to tax law changes. 

The entire West package is comprehensive, In 
addition to the.usual study guide, instructor's 
guide, and solutions manual, several other sup- 
plements are available. New for 1986is the CPAids 
Tax Planner software. This item, which is not a 
subject of this review, reflects a trend by accoun- 
ting textbook publishers to provide microcom- 
puter software which demonstrates changes under 
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alternative treatments (in this case, tax planning 
alternatives). Neither text has assignments 


specifically designed for CPAids Tax Planner. 


(Reviews of tax software may be found in the Jour- 
nal of the American Taxation Association, com- 
mencing with the Spring 1985 issue.) To round out 
its package, West offers a book of tax forms, a 
volume of selected federal statutes and regulations, 
and CPAids Master Tax Program. 'The latter is tax 
preparation software made available to West's 
adopters. It may be used to solve the comprehen- 
sive problems, as an alternative to the manual ap- 
proach. 

Both texts are written by the same 12 con- 
tributing authors. The end product gives no 
evidence of this collaborative effort; the chapters 
follow strict style guidelines. Each is preceded by a 
chapter outline and a list of objectives. Following 
this, and comprising the bulk of each chapter, is 
the main text. Here, material is introduced and 
discussed with numerous short, numbered ex- 
amples (typically about 40 per chapter). The text 
portion of each chapter concludes with a ‘‘Tax 
Planning Considerations" section which rein- 
forces one's mastery by emphasizing how the 
material relates to practice. The chapters conclude 
with question and problem assignment material. 
While most problems are brief, also included are 
some cumulative tax-form and tax-research prob- 
lems. The appendices of each text also include a 
selection of tax-return problems. The quantity of 
the written coverage and assignment material is 
adequate. Many adopters will feel obligated to do 


‘some pruning. Since these texts are both broad and 


rigorous, complete coverage of either in a one- 


' semester course would be a stern test for all con- 


cerned. | 

Although these texts have substantial coverage, 
some may wish to see more material on interna-. 
tional taxation or tax administration (the latter isin 
the Comprehensive Volume); but most needs are 
met. These texts have been designed to be flexible; 
this enables a wide spectrum of adopters to develop 
a unique course. For instance, the extensive foot- 
notes are particularly important to those who wish 
to emphasize the tax research possibilities in an in- 
troductory course. The appendix of tax forms and 
the inclusion of tax-form and return problems 
enable others to feature tax compliance. Finally, 
the end-of-chapter tax planning material allows 
Others to focus on decision-making. — .- 

The faults in these texts to a certain extent are 
generic. Where is the humor? Accounting authors 
tend to adopt a reverent tone toward taxation. Law 
school authors stray, and their approach can be 
refreshing. Some of the coverage is awkward; par- 
ticularly, the discussions of alimony and charitable. 
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contributions limitations. More study aids in the 
form of flowcharts, formulas, and worksheets 
should be included. The 1986 edition's **concept 
summaries" are a welcome step in this direction. 
Income averaging can be explained easily with two 
simple formulas, but the authors persist in 
repeating the tedious step approach from Form 
1040, Schedule G. More effort needs to be made to 
integrate computers into the assignments. The text 
and the solutions manual have errors. Many of 
these are caused by recent changes in areas such as 


alimony, contributions ceilings, and business use 


of passenger cars, but this does not excuse them. 
On balance, these texts follow a proven pattern 

that will probably suit a wide range of tastes. They 
continue to merit the serious consideration of tax 
educators. 

MANSON P. DiLLAWAY 

Associate Professor of Accounting 
New Mexico State University 


DANIEL L. JENSEN, Editor, Information Sys- 
tems in Accounting Education (Columbus: 
The Ohio State University, 1985, pp. xiii, 
253, free upon request). 


Surely the major curriculum issue of the 1980s is 
theimpact of developments in information systems 
thought and computer technology on the teaching 
and practice of accounting. This paperback reports 
the results of a conference on this issue held at The 
Ohio State University in November 1984. 

The book is.organized around five papers given 
. at the conference, four of which deal with the im- 
pact of changes in information systems ideas and 
computer hardware and software on a specific area 
of the accounting curriculum (intermediate ac- 
. counting, cost accounting, auditing, and taxation). 
The fifth paper discusses information systems 
technology and the financial data collection pro- 
cess. Also included are two **overview'' papers 
‘which are respectively two and five pages long, the 
latter including two full-page charts. 

The motivating idea for the conference was to 
stimulate discussion and debate on the challenges 
to accounting education presented by the 
emergence of information systems as a field of 
study. To encourage ‘‘cooperative thinking" in ad- 
dressing these problems, teams of two or three 
authors with varying backgrounds were commis- 


sioned to write and present each of the curriculum ` 


papers. In addition, three respondents were assign- 
ed to each paper—one practicing accountant (in- 
dustry or public accounting), one accounting 
educator, and one Systems educator—to prepare 
written critiques and raise discussion points on the 
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main paper. Following each main paper and its 
three critiques, a summary of the discussion by 
conference participants is presented. 

The topic certainly is appropriate for a con- 
ference of this type and the structure of author and 
respondent teams was innovative and provided 
promise for an exciting and lively exploration of 
the issues involved. However, this promise goes 
largely unfulfilled. The main papers range from 
mostly descriptive (here is what we do at our 
school) to analytical (what is wrong with the way 
we currently teach accounting), but generally do 
not effectively confront many of the critical prob- 
lems or decisions faced by accounting educators, 
or offer realistic and workable solutions to even 
those curriculum challenges that are raised. The 
discussion papers, with just a few exceptions, and 
the participant comments that follow just do not 
reflect the vigorous debate that should occur 
among educators when provocative curriculum 
issues such as these are considered. The two over- 
view papers (one placed in the middle of the vol- 
ume and one at the end) did not succeed in focusing 
thinking on the issues or in capturing the essence of 
the conference topics. 

While the book raises some interesting points 
throughout and at least starts grappling with the 
curriculum challenge of our time, the volume 
probably will not reach its goal of stimulating crit- 
ical thinking among accounting educators about 
this fundamental issue. In his preface, the editor 
states: “It must be admitted that the papers and 
discussions presented here do a much better job of 
revealing problems than of identifying solutions? 
(p. X). Most who read this book will whole- 
heartedly agree. 

PAuL HOOPER 
Professor of Accounting 
University of Delaware ` 


J. KLAAssEN and P. VERBURG, Editors, 
Replacement Costs for Managerial Pur- 
poses (Amsterdam and New York: Elsevier 
Science Publishers, 1984, pp. xv, 227, 
$44.50). 


Since several Dutch companies have led the way 
in replacement cost accounting, it is not surprising 
that a workshop on this topic was held in the 
Netherlands. This collection of 10 papers pre- 
sented at the workshop covered the question of 
managerial use of replacement cost from a variety 
of perspectives including economic analysis, 
analysis of the results of Statement of Financial 
Accounting Standard No. 33, and the problems of 
indices. The research method i is traditional deduc- 
five. 
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Some of the papers were modified after the con- 
ference, and probably reflect concerns expressed in 
the sessions. A six-page summary of additional 
points from the conference discussion is presented 
at the end of the book. 

Nine of the authors are. professors—seven are 
European, one is from the U.S., one is Israeli, and 
one is a scientist at the Central Bureau of Statistics 
in the Netherlands. Five other participants were 
practitioners. 

Professor Klaassen's introduction states: ‘‘It 
should be stressed at the outset that this book does 
not aim at promoting current replacement cost 
theory or practice, but that the project was under- 
taken to bring together a unique international 
group of specialists from both academia and prac- 
tice for an exchange of views to assess the current 
*state of the art' and to explore the strengths and 
weaknesses of competing approaches to the prob- 
lem of usefulness of several valuation bases under 
inflationary conditions” (p. xi). 

Two papers discuss the issue from the perspec- 
tive of microeconomics. Two others discuss 
replacement costs and control issues. Two consider 
pricing issues. Other papers consider equally 
diverse aspects of the application of management 
accounting. 

Eight of the ten papers contain bibliographies, 
but not all bibliographic references are in English. 
All eight bibliographies cite earlier papers by the 
same author, indicating that the presenters have 
had a continuing interest in the subject. 

The book probably is a useful addition to 
libraries. Its price will be prohibitive for most in- 
dividuals. Most undergraduate students and prac- 
titioners will find the reading effort required 
greater than the benefit. Graduate students 
wishing exposure to deductive literature on this im- 
portant topic will find the book useful. The brief 
summary of discussion at the end includes a few 
comments from the practitioners present at the 


workshop; the book's value would have been in- - 


creased if more extensive practitioner reactions 
could have been included. | 
JACK GRAY 
Professor of Accounting 
and Management Information Systems 
The University of Minnesota 


CHARLES F. Pantes, JR., The Regulation of 
Public Utilities: Theory and Practice 
(Arlington: Public Utilities Reports, Inc., 
1984, pp. xiii, 812, $40.00). 

This book is a thorough treatise on public utility 
regulation. It is not a typical classroom text, 
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however, because it has none of the normal ques- ` 
tions and problems at the end of each chapter and 
has no study guide, test banks, or instructor's 
manual. The book is well suited for business 
managers seeking an in-depth history and analysis 
of regulatory policy in general as well as regulation 
of specific industries. It would make a fine addition 
as a library reference (over 800 cases and 1,000 
names are indexed) and could be used by teachers, 
students, and others specializing in utility regula- 
tion. 

The text js intended to detail the development of 
economic regulation. It also is intended to include 
“extensive quotations from the growing volume of 
research on those issues [in the public utility sector] 
and comprehensive footnotes . . .'' (p. vii). The 
author succeeds in this. However, the text has an 
over-abundance of quotes from and descriptions 
of landmark rate cases and Supreme Court deci- 
sions, especially for those whose interest is in the 
accounting or financial aspects of regulation. In 
Chapter 3, for example, the author describes the 
public interest concept in five pages and then re- 
quires 27 pages to review judicial opinions. Who . 
really cares about the Wolff Packing Company vs. 
Court of Industrial Relations case (Kansas, 1923) 
or the New State Ice Company vs. Liebmann case 
(Oklahoma, 1925)? 

The economic concepts presented in Chapter 2 
are well done, and only slightly overdone for one 
whose interest lies in accounting and finance. 
Economics students will find the discussion of de- 
mand in monopoly versus competitive industries 
(and all the appropriate micro-economic curves) to 
be beneficial. Additionally, many parts of Chapter 
5 are essential, such as the revenue requirement 


. Standard in regulation which is described well in 


less than two pages. In contrast, the author devotes 
ten pages (including 18 footnotes) of Chapter 5 to a 
description of the adjudicatory provisions of the - 
Federal Administrative Procedure Act; this is 
somewhat overwhelming. 

For accounting and finance students, the essence 
of the material starts in Chapter 6. Topics properly 
include regulation of accounting procedures, . 
development of a uniform system of accounts, - 
taxes, regulation of capital structure, rate base 
issues, rate-of-return models, and regulation of 
rate structure. From a financial perspective, more 
detail could have been devoted to cost of capital, 
financial planning, bond interest coverage, and 
security valuation of regulated firms. 

Each of the latter chapters is devoted to discus- 
sions of regulation within the electric power, gas, 
telecommunications, and water industries. Even 
these chapters, however, are inundated with ex- 
cessive references to rate and Supreme Court cases. 
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Overall, the book was a bit disappointing 
because of its lack of depth in the accounting and 
finance aspects of regulation. On the other hand, it 
is such a fine treatise on the history of regulation 
that it should be on the shelves of every accounting 


library and of every student and practitioner of 


regulated industries. 

Tuomas M. TOLE 

Associate Professor of Finance 
Auburn University 


LARRY GENE POINTER and RICHARD G. 
SCHROEDER, An Introduction to the Secu- 
rities and Exchange Commission (Plano: 
Business Publications, Inc., 1986, pp. vii, 
116, $14.95 paper). 


Most undergraduate and many graduate 
students come to our courses with little or no 
knowledge of SEC regulation of public companies. 
For these students Chapters 2, 3, and 4 of this book 
should provide a non-technical, easy-to-follow 
overview of the major elements of SEC regulation 
of public companies. The material includes brief 
discussions of the accounting and accountants’ 
parts of SEC regulations. However, the bulk of the 
material in these two chapters surveys the respon- 
sibilities, under SEC regulations, of company of- 
ficers, directors, and all the outsiders who are in- 
volved with public companies. Itis this whole-team 
orientation that I find especially useful. Most of 
the material about SEC regulation appearing in ac- 
counting texts discusses only the accounting and 
accountants’ rules. Material like that appearing in 
this text is necessary if our students are to under- 
stand and prepare for their roles in the manage- 
ment, audit, and regulation of business. 

This text also includes two primarily ‘‘his- 
torical” chapters, 1 and 5. I support exposing our 
students to relevant historical material. The 
material presented here is a brief but adequate 
overview of history that is important for our 
students to understand as it continues to affect ac- 
counting and accountants. Two parts of these 
chapters are unnecessary. Chapter 1 includes a 
. brief historical review of accounting rule-making 
and the evolution of the SEC. Most intermediate 
texts have adequately described the evolution of 
private-sector accounting rule-making. Chapter 5 
includes a description of the basis for auditor liabil- 
ity as a part of a discussion of relatively recent 
developments in SEC regulation. Auditing texts 
adequately discuss auditor liability. 

Iam critical of the book in three areas. Most text 
and reference books include an index; this text does 
not. That omission is a significant deficiency. No 
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matter how good the table of contents, and the one 
here is only adequate, a good index is essential if a 
reader is to be able to return to a book to review 
material efficiently. Most texts also include some 
assignment materials. This book includes a series 
of discussion and multiple-choice questions. Given 
the scope and survey nature of this book, the 
usefulness of multiple-choice questions which 
must have a narrow focus is questionable. In 
Chapter 1 some dated material on the structure of 
the SEC has been used. Changes to bring that 
material up to date should be incorporated in the 
next edition, but this does not materially affect the 
usefulness of the book. 

The preface of this paperback indicates that its 
purpose is to acquaint the reader with SEC regu- 
lations on becoming and remaining a public com- 
pany and that it is intended to be a supplementary 
text for intermediate, auditing, or accounting 
theory courses. I believe that this book has 
achieved its purpose and that it would be a useful 
supplement to texts for the courses identified. 


ROBERT K. ESKEW 
Associate Professor of Accounting 
Purdue University 


JOHN W. Pratt and RICHARD J. ZECK- 
HAUSER, Editors, Principals and Agents: 
The Structure of Business (Boston: 
Harvard Business School Press, 1985, 
pp. x, 241, $24.95). 


This is a collection of essays for the executive 


who wishes to understand the implications of prin- 


cipal/agent relationships for the business world. 
Given the pervasiveness and complexity of these 
relationships and the technical difficulties of 
analyzing them, the editors and contributors have 
done an admirable job. 

The introductory essay by Pratt and Zeckhauser 
uses examples from business to show how 
organizational structures and incentive arrange- 
ments may be more fully understood in the context 
of a principal/agent relationship. The second 
chapter, by Kenneth Arrow, reviews the economic 
foundations of agency, including a comparison of 
the results of formal agency theory with the 
observed characteristics of agency relationships in 
business, and conjectures as to the causes of dif- 
ferences between them. 

The following four chapters analyze institu- 
tional arrangements that have evolved to manage 
relationships between principals and agents. The 
first of these, by Robert Clark, challenges the no- 
tions that corporate executives are the agents of 
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shareholders and that the corporation should be 
viewed as a ‘‘nexus of contracts." He proposes a 
positive theory of the fiduciary relationship be- 
tween shareholders and corporate managers that 
could generate testable hypotheses for future 
research. In the following chapter, Frank Easter- 
brook reviews insider trading from an agency 
perspective. He summarizes the arguments (and 
evidence) for and against allowing managers to 
trade in the shares of their corporations when they 
possess information that is not publicly available. 

Next is an essay by Mark Wolfson on agency 
conflicts arising in oil and gas tax shelter programs 
where a variety of sharing arrangements may exist 
between the general partner and the limited part- 
ners. Wolfson identifies ways in which these con- 
flicts may be mitigated, and conducts empirical 
tests to determine whether the type of sharing 
arrangement is associated with differences in the 
characteristics of drilling programs. 

The chapter by Richard Epstein focuses on the 
implications of agency theory for labor relation- 
ships. He argues that ‘‘at will" contracting (where 
either party may terminate the relationship) pro- 
vides advantages in dealing with the dual problems 
of agency costs and imperfect information by let- 
ting the labor markets achieve characteristics 
similar to the capital market. Departure from con- 
tracting at will, as with unionization, is argued to 
require complex institutional arrangements with an 
attendant loss of economic efficiency. 

The final two chapters focus on agency relation- 
ships within organizations. In evaluating transfer 
pricing systems in 13 companies, Robert Eccles 
identifies four agency configurations that describe 
the delegation of authority and transfer price 
determination. He describes the effects of the 


agency configuration on decision making and on- 


perceptions of fairness in the organizations he 
studied. 

. The final chapter is a thought-provoking essay 
by Harrison White on control in agency relation- 
ships. White emphasizes the flexibility of agency as 
its essential strength—placing it between the ex- 
tremes of formal organization on the one hand and 
the market on the other. He analyzes the effects of 
agent specialization on the agency relationship, 
and states, ‘“The conundrum is that specialization 
tends to yield reversal of control between principal 
and agent, a reversal that upsets the root source of 
agency, the desire of authority to enlarge the reach 
of its full control” (p. 208). 

Does the book succeed in its objective? It covers 
a very ambitious set of topics, and a thoughtful ex- 
ecutive will find a better understanding of 
economic phenomena which surround us. A 
number of topics will be a bit abstract for an ex- 


The Accounting Review, October 1986 


ecutive (e.g., whether the firm is best viewed as a 
“nexus of contracts" or whether an economic 
system based on contracts at will is superior to one 
with regulated labor unions). Accountants will 
find the essays by Wolfson and Eccles of direct in- 
terest, but this book has much for an academic ac- 


" counting audience beyond these chapters. For 


those not familiar with agency theory, it provides a 
thorough, yet readily understandable introduction 
with applications in a wide variety of areas. For 
those familiar with agency theory, this collection of 
insightful essays challenges our understanding of 
its implications and provides questions and issues 
for future research. 

ROBERT P. MAGEE 

Professor of Accounting and 

Information Systems 

Northwestern University 


WILLIAM A. RAABE and JAMES E. PARKER, 
Tax Concepts for Decision Making (St. 
Paul: West Publishing Co., 1985, pp. xv, 
766, $32.95). 


This is a comprehensive new text that effectively 
achieves its stated goal of presenting a basis for 
developing ‘‘both a conceptual foundation and 
some technical proficiency . . . [in] the prevailing 
laws of federal taxation" (p. xiii). It is written for 
graduate students (MBAs particularly) and for 
non-tax professionals. 

The format, as indicated by the title, is geared 
toward enhancing decision-making skills. Prose 
discussions of the tax provisions are combined with 
quantitative examples and problem cases. The 
authors do an admirable job of introducing the tax 
laws applicable to individual, corporate, partner- 
ship, and fiduciary taxpayers. Even with separate 
chapters on estate and gift planning, tax shelters, 
and executive compensation, the entire text can be 
covered in a semester. 

A distinguishing feature of the text is the inclu- 
sion of an introduction to the use of microcom- 
puter spreadsheets for tax planning. Thirteen com- 
puter case assignments (written for use with 
VisiCalc, SuperCalc, and Lotus 1-2-3) correspond 
to examples and problems in the text. These exer- 
cises help the reader to learn tax concepts and to 
appreciate the analytical power available in the 
popular spreadsheet programs. 

The text generally is well written, well struc- - 
tured, and well substantiated. Chapter objectives 
tell readers what they should expect to learn. A list 
of key terms at the beginning of each chapter and a 
glossary at the end of the text enhance the learning 
process. The ‘‘Decision-Making Implications’’ 
section concluding each chapter reinforces the 
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strategic planning orientation of the text. Further 
study of topics of reader interest is facilitated by 
references to the Internal Revenue Code, Treasury 
regulations, and court cases. Answers to selected 
questions and problems in Appendix A give users 
immediate feedback on mastery of the material. 

Overall the text is well-designed and executed, 
but it has four limitations that potential users may 
consider relevant. First, several of the computer ex- 
ercises are merely tests of using the program func- 
tions. Although this might provide a sufficient 
challenge for the computer novice, these assign- 
ments are not stimulating for an experienced 
spreadsheet user. Second, the absence of chapter 
summaries to help synthesize the material detracts 
from an otherwise well-designed presentation. 
Third, present value or future value tables are not 
provided even though several of the problems and 
decision cases require this information. Fourth, 
the only ancillary material available is the solutions 
manual. Although the questions, problems, and 
decision cases at the end of each chapter generally 
are well-developed, a student guide and test ma- 
terial would be useful additions. | 

In conclusion, the text meets the authors' stated 
objectives by providing a functional knowledge of 
thetaxlaw within the context of a broader planning 
orientation. The scope of the material and the in- 
tegration of microcomputer exercises make this an 
especially good primary text for MBAs and other 
non-tax graduate students. 

VALERIE C. MILLIRON 
Assistant Professor of REM. 

The Pennsylvania State University 


Howarp F. STETTLER and N. ALLEN FORD, 
Editors, Auditing Symposium VII: Pro- 
ceedings of the 1984 Touche Ross/ Univer- 
sity of Kansas Symposium on Auditing 
Problems (Lawrence: School of Business, 
University of Kansas, 1984, pp. 194, $8. 00 
paper). 

This volume contains eight papers from the 
seventh biennial auditing symposium held at the 
University of Kansas. As in prior years, the 
criterion for selection was that the topic relate to 
current matters of interest to auditing academi- 
cians and practitioners. 

In the first paper, David Selley provides an over- 
view of the materiality issue in the U.S. and other 
countries. Of particular usefulness is his taxonomy 
of standards, definitions, and status of materiality 
in various countries. The discussant suggests that 
additional researcli directed toward users of finan- 
cial information is necessary. 
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Next, Fred Skousen and Steve Albrecht describe 
the results of a research project conducted to assess 
auditors’ perceptions of changing price disclosures 
mandated by SFAS 33. They conclude that, while 
auditors believe that information on changing 
prices could be audited, it would be of limited 
usefulness to users. The discussant argues that 
users’ assessments of such disclosures should be the 
primary concern of standard-setters. 

The next two papers discuss the merits of struc- 


‘tured and unstructured audit approaches. Jerry 


Sullivan argues against a highly structured audit 
methodology, concluding that an approach which 
incorporates judgment results in more efficient 
and effective audits. John Mullarkey classifies the 
Touche Ross audit approach as structured and as 
falling between two extremes, concluding that a 
structured approach is best. Both discussants 
criticize the polar extremes used by the authors as 
unrealistic and they recommend use of decision 
aids to enhance auditor judgment. In this 
reviewer’s opinion, the authors are separated more 
by semantics than by substantive differences. 
Donald Leslie analyzes the audit framework, 
emphasizing inherent risk and the role of statistical 
sampling in compliance testing. His premise is that 
the risk models from SAS 39 and SAS 47 may cause 
erroneous conclusions about final audit risk since 
they ignore posterior probability. He supports his 
argument by comparing results from the SAS 
models and the Canadian model which considers. 
posterior risk explicitly. The discussant argues that 


the U.S. models are intended to provide guidance 


and should be supplemented by auditor judgment. 
He shows that Leslie's model is conservative 
relative to a model which considers both alpha and 
beta risk. 

David Gwilliam addresses the paucity of 
auditing research in the U.K. relative to the U.S. 
He cites limited availability of external funding, lit- 
tle external pressure to conduct auditing research, 
and the comparative advantage of U.S. academi- 
cians as primary reasons. He concludes that U.K. 
policy makers must translate U.S. auditing 
research to address U.K. needs, and conduct 
research for any gaps identified. The discussant 
offers additional insights and generally is suppor- 
tive of Gwilliam's views. 

Robert Mednick and Alan Winters argue that 
the ten generally accepted auditing standards no 
longer are adequate given the range of audit ser- 
vices currently offered. They compare GAAS with 
proposed attest standards and suggest that the at- 
test standards should either replace GAAS 
altogether or exist at a higher authoritative level. 
The discussant argues that the authors do not pro- 
vide theoretical support for their conclusions. 
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Finally, Robert Mautz discusses the nature of 
professional regulation and provides an overview 
of the AICPA’s peer review program. He states 
that the goal of peer regulation is to supplement 
rather than to replace public and private regula- 
tion. 

The proceedings provide a good source of infor- 
mation for readers with an interest in any of the 
topics. Like the previous six symposia, the editors 
have managed to assemble a good cross-section of 
views from both practice and academe. 

MALCOLM H. LATHAN, JR. 
Assistant Professor of Commerce 
University of Virginia 


Paur H. WALGENBACH, NORMAN E. 
DirTRICB, and ERNEST 1. HANSON, Princi- 
ples of Accounting, Third Edition (San 


Diego: Harcourt Brace Jovanovich, Pub- | 


lishers, 1984, pp. xxi, 1065, $27.95). 

PAuL H. WALGENBACH, ERNEST I. HANSON, 
and NORMAN E. DirrRicH, Financial 
Accounting: An Introduction, Fourth Edi- 
tion (San Diego: Harcourt Brace Jovano- 
vich, Publishers, 1985, pp. xvii, 749, 
$28.95). 


These two textbooks have now appeared in new 
editions with only a modest revision of their 
previous formats (reviewed January 1981, pp. 
245-246 and January 1984, p. 156). Changes in- 
clude the expansion of long-term assets to two 
chapters, the relegation of branching from a 
chapter to an appendix, three additional demon- 
stration problems, and a reshuffling of organiza- 
tional trouble spots such as inflation accounting 
and deferred taxes. The historical and current 
events vignettes, an excellent feature of the books, 
are all new, but in several instances former selec- 
tions were superior. The texts are virtually identical 
except for the inclusion of seven managerial chap- 
ters in Principles. 

Problem selection contributes substantially to 
the reputation of these texts. The business decision 
problems are conceptually an attractive alternative 
to typical number-crunching exercises, but some 
should be more analytic and literary. The 
demonstration problems are helpful and illus- 
trative of difficult points in the chapters, but the 
text has only 11 of them. The problems available 
for homework assignment and classroom presenta- 
tion are virtually error-free, and appropriately 
rated in terms of difficulty and time. 

The authors make difficult material comprehen- 
sible to beginning students. Early chapters on the 
effects of transactions on financial statements and 


The Accounting Review, October 1986 


the logic of adjusting and reversing entries make 
the first trying weeks understandable to the novice. 
The sections on notes receivable discounting, 
bonds payable, funds statements, and financial 
analysis are superior to the coverage in most texts. 
The authors also include information usually 
ignored on timely topics such as internal control, 
electronic data processing, and basic auditing 
functions. 

The books are extremely good on balance, but 
they could be improved. Hopefully, more exten- 
sive revisions will be made for future editions. 
Some topics could be left to Intermediate texts; 
these include deferred taxes, earnings per share in 
complex capital structures, constant dollar and 
current cost accounting, interest capitalization, 
construction contract accounting, and changes in 
accounting principles. The presentation of the lat- 
ter topic was criticized in an earlier review, but no 
improvement has been forthcoming. The discus- 
sion of these subjects is too superficial to be mean- 
ingful. | 

A number of omissions leave some subject areas 
incomplete. One is the inadequate and poorly 
placed discussion of the conceptual framework of 
accounting. Too little is said about the qualitative 
characteristics hierarchy of SFAC 2, the users of 
accounting information, the profession's struc- 
ture, and the issues of historical costing and full 
disclosure. The time value of money is discussed 
without future value tables. No short-term bond 
investment problems are included. Exchange of 
similar assets is handled without mention of boot. 
Contingencies as described in SFAS 5 and 
“negative goodwill’ are not covered. 

It might be argued that the Principles book, 
already at 1,000 pages, should not be expanded. 
However, considerable space in the financial area 
could be saved by reducing the coverage given to 
mechanical functions such as closing entries, 
posting, and payroll accounting. The elimination 
of topics better reserved for an intermediate course 
also would conserve space. Finally, an entire 
chapter could be dropped by conceding that begin- 
ning accounting students derive little appreciation 
for the issues of consolidations and branch ac- 
counting 

Space has been conserved in the managerial por- 
tion of the Principles text by shortening several 
mechanical and routine entry illustrations. The 
periodic treatment of production inventories has 
been changed from an adjustment to a closing en. - 
try approach to be consistent with the changes 
made in the merchandising inventory chapters. 

The traditional job order and process costing 
chapters also could be improved. Simply charging 
over (under) applied overhead as an expense of the 
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. period probably would be superior to a superficial 
coverage of the difficult topic of allocation. Also, 
the FIFO costing method, not predominant in 
practice, is buried in a footnote without discussion 
of its rationale. 

The text does not present a complete, coherent 
process costing production report in one illustra- 
tion in which physical unit flows and associated 
costs may be traced without reference to other 
exhibits. It also avoids the issues related to 
transferred-in costs in beginning inventories by 
treating them as current period costs. This topic 
should either be expanded or deferred to a cost 
text. Some elaboration also would be appropriate 
about the abstract or artificial nature of calculating 
*'equivalent units of production" to achieve prod- 
uct costing objectives. In an area often poorly 


handled in basic texts, service department cost 


distribution is very well done. 

The C-V-P chapter provides a good introduction 
to subsequent chapters which outline special 
analysis techniques for management. While the 
focus is on short-run differential analysis via in- 
cremental contribution margins, the authors 
repeatedly caution students to consider the long- 
run effects on the entity. Qualitative considera- 
tions such as impact on employee morale, reliable 
supply vendors, and opportunity costs comple- 
ment the applications of differential analysis in 
decision-making to improve the learning value of 
this section. ` 

The authors have made two noteworthy changes 
in the standard costing and capital budgeting 
chapters. While a much-needed demonstration 
problem is added to standard costing, an equally 
useful and pragmatic illustration of differential in- 
vestment analysis has been deleted from capital 
budgeting. The improper use of non-ACRS depre- 
ciation methods as a tax shield in capital budgeting 
and the greater emphasis placed upon standard 
costing rather than budgeting as a control device 
has somewhat weakened these chapters. 

Income tax coverage has been updated, although 
ACRS is only briefly mentioned in the plant asset 
section. A note about partnership taxation has 
been added and the worksheet to calculate an in- 
dividual’s tax liability has been streamlined. The 
supplementary materials (which include study 
guides, solution manuals, transparencies, and five 
student practice sets) generally are adequate and 
competitive with most of the support packages of 
other texts. However, certain key text illustrations 
and demonstration problems are not included in 
the transparency package. 

In summary, the Principles and Financial texts 
continue to be leading contenders among introduc- 
tory textbooks. On balance, they lean slightly 
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toward the conceptual approach in basic account- 
ing. They warrant serious consideration for adop- 
tion in the introductory courses at the under- 
graduate level and for the first accounting course in 
an MBA program. 

RoLAND L. MADISON 

Professor of Accounting 

RICHARD K. FLEISCHMAN, JR. 

Assistant Professor of Accounting 


- John Carroll University 


WANDA A. WALLACE, A Time Series Analysis 
of the Effect of Internal Audit Activities on 
External Audit Fees (Altamonte Springs: 
The Institute of Internal Auditors Re- 
search Foundation, 1984, pp. xv, 295, 
$33.00 paper). 


This research monograph examines the effect of 
internal audit assistance on external audit fees and 
profiles the changes in internal audit activities, 
from 1975 to 1981. The topic is of relevance to cor- 
porations and auditors due to their desire to 
strengthen internal controls and reduce audit fees 
by relying on internal auditors. 

The study used a questionnaire to collect data 
over the seven-year period on internal audit ac- 
tivities (actual and budgeted), external audit fees, 
and specific risk assessments. Many interesting 
findings were noted. First, in 1975, only 57 percent 
of the firms responding coordinated their internal 
audit activities with their external auditors, while 
81 percent of these same firms were doing so in 


‘1981 (p. 53). Second, when coordinated activities 


between the external and internal auditors did oc- 
cur, the “‘savings’’ were that the external audit fee 
either remained at a constant level, despite increas- 
ing billing rates, or decreased by ten percent or less. 
Third, the quality of internal audit practices has 
improved over time and concurrently, the external 
auditor has placed increased reliance on the inter- 
nal audit department. Finally, an audit fee regres- 
sion model was presented to provide a benchmark 
for evaluating an entity's current audit fee. | 
The research method used was able to control 
for several confounding events that plagued prior 
research studies on external and internal audit fees. 
In particular, it allowed comparisons across com- 
panies, industries, samples, audit firms, and time 
which have been ignored in prior single-period 
audit fee studies. The study was well designed, very 
thorough, and written to be understood by both 
academics and practitioners. The major limitations 
are inherent in any research dealing with question- 
naires and relate to the sample size (response rate 
= 3.55 percent; n 117) and any potential bias by 
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the respondent in completing the questionnaire. 

In conclusion, the study is recommended for the 
internal audit departments of corporations to pro- 
vide some insights into the relationship between in- 
ternal and external auditors. The study not only 
deals with the relationship of audit fees, but also 
provides a detailed description of demographic 
statistics, budgets, reports, responsibilities, and ac- 
tivities concerning internal audit departments. Ex- 
ternal auditors would find the study of interest and 
useful in determining the pricing of audit services, 
the degree of reliance to place on internal auditors, 
and the benefits of coordinating activities with 
internal auditors. The monograph also would be 
useful as a supplement or reference in internal 
auditing and graduate accounting courses, 

Davip D. WILLIAMS 
Assistant Professor of Accounting 
and MIS 

The Ohio State University 


V. K. ZIMMERMAN, Editor, The Recent 
Accounting and Economic Developments 
in the Middle East (Urbana-Champaign: 
Center for International Education and 
Research in Accounting, Department of 
Accountancy, University of Illinois, 1985, 
pp. v, 242, $10.00 paper). 


This book has 15 selected articles that deal with 
accounting and financial reporting developments 
in the Arab Middle East. Nine of these are devoted 
to Saudi Arabia and its neighbors, the Arab Gulf 
states. Islamic banking without interest and ac- 
counting information systems for such banks is the 
subject of two articles. The remaining four articles 

deal with the practice of public accounting in the 
Middle East and the role of international account- 
ing firms in selected Middle Eastern and African 
countries. 

Most of the material was presented in seminars 
held at various times in the United States and other 
countries over the last few years. Thus, some infor- 
mation items and statistical citations are either out- 
of-date or incomplete. For example, the statement 
is made that ‘“‘no attempt has thus far been made to 
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develop any type of accounting or auditing stan- 
dards . . . in the [Arab Gulf] region” (p. 74). The 
longest of the 15 articles, however, is devoted to the 
“Design and Application of Professional Stan- 
dards in a Developing Country: The Case in Saudi 
Arabia" (pp. 43-64). 
Research conclusions dealing with generally ac- 
cepted accounting principles have been construed 
to apply to other countries in the region, but the 
research was based on the economic and regulatory 
environments of only one country: Saudi Arabia. 
While other countries in the region, that are 
members of the Gulf Cooperation Council (GCC) 
(Kuwait, Oman, Bahrain, Qatar and United Arab 
Emirates) may be similar to Saudi Arabia in that 
their economies are based on oil, one can hardly 
assume that results of a research project can be 
applied to these countries when they were not 
included in the research. 
Despite some shortcomings, the book provides a 
sound basis for getting an understanding not only 
of the accounting developments in the Arab Mid- 
dle East but also of certain economic, social, and 
business education aspects in these countries. It 
should proveinvaluable as a reference for research- 
ers interested in the practice of public accounting in 
a region that has more than 70 percent of the prov- 
en world oil reserves. To the knowledge of the 
reviewer, no other book contains as many articles 
and as much insight on accounting developments 
in the Arab Middle East. John Zick's article on 
“International Trade: Opportunities in the Ara- 
bian Gulf"! relates interesting experiences of one of 
the **Big Eight” accounting firms in a developing 
country such as Saudi Arabia. Also, Vinod 
Bavishi's research on the operations of interna- 
tional accounting firms in Africa and the Middle 
East is particularly interesting considering the 
dearth of published material on the operations of 
these firms in developing countries. Accounting 
professionals and educators interested in the 
region should find these two articles especially 
useful and informative. l 
SALIH M. JADALLAH 
Partner 

Deloitte Haskins & Sells 

(Saudi Arabia) 
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Harvey S. Hendrickson, Editor 


LAWRENCE D. BRowN and MiKLOS A. VASAR- 
HELYI, Accounting Research Directory: 
The Database of Accounting Literature 
(New York: Markus Wiener Publishing, 
Inc., 1985, pp. iv, 423, $39.00 cloth, $29.00 
paper). 


This is a directory or index of all major articles 
published in six journals (The Accounting Review 
(AR); Accounting, Organizations and Society 
(AOS); Auditing: A Journal of Practice & Theory; 
Journal of Accounting and Economics (JAE); 
Journal of Accounting Research (JAR); and Jour- 
nal of Accounting, Auditing and Finance) during 
the 22 years, 1963 to 1984. 

In Part I, the articles with titles and other 
bibliographic data are listed alphabetically by 
author; then in Part II, those articles that have 
been cited at least once in four of the journals (AR, 
AOS, JAE, and JAR) during the nine years from 
1976 to 1984 are listed (sans their titles) under four 
taxonomies: mode of reasoning or analysis, 
research method, school of thought, and subject 
area. In Part II, the articles under each taxonomy 
are listed by citation index number (the annual 
average of the number of times the article was cited 
during the 1976-1984 period). Part II represents a 
substantial effort and is the result of merging two 
data bases (L. D. Brown and J. C. Gardner, **Ap- 
plying Citation Analysis to Evaluate the Research 
Contributions of Accounting Faculty and Doc- 
toral Programs," The Accounting Review, April 
1985, pp. 262-277 and M. A. Vasarhelyi and 
J. Berk, **The Multiple Taxonomies of Accounting 
Research, ” Unpublished Manuscript, Columbia 


University, 1984). Although this reviewer did not ` 


. attempt to evaluate the accuracy of the classifica- 
tions of specific articles, the volume might be made 
more useful (1) if the taxonomies of the articles 
given in Part II were included in Part I with the 
respective article’s bibliographic information; (2) 
if the articles under each classification in Part II 
were listed alphabetically by author rather than by 
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citation index number; and (3) if all the articles in 
Part I had been classified and included in Part II. 
This pioneering effort would be useful primarily 
to accounting researchers and teachers in the 
selection of articles for reading lists and/or 
bibliographies. 
H.S.H. 


BRYAN CARSBERG and Tony Hops, Editors, 
Current Issues in Accounting, Second Edi- 
tion (Oxford and Atlantic Highlands, NJ: 
Philip Allan and Humanities Press, 1984, 
pp. xi, 317, $37.75). 


This book of readings was designed as a supple- 
ment for an introductory accounting course, but its 
contents could be useful in many other courses and 
at other levels. It consists of 18 essays, 17 of which 
were written for the first edition and all but one 
Of these has been revised for the second. The 
authors include one accounting practitioner, the 
editors, and 17 other faculty members from 14 
universities (13 in the U.K. and one in the U.S.). 
All but one of the faculty members are in account- 
ing or accounting and finance departments and 
five are still at the University of Manchester where 
the first edition (not reviewed) was developed. 
Most of the academic authors would appear in an 
international Who's Who of U.K. accounting 
educators and authors. 

A more appropriate, but laborious, title for this 
readable and stimulating collection might be 
“Essays on the History, Standards, Uses, Inter- 
faces, and Future of Accounting and Auditing." 

Although all of the articles contain much 
material that is not unique to a single country or 
region, the primary focus is on the U.K. and 
Europe. Thus, this volume would be most useful as 
a supplement in an international accounting 


course. 
H.S .H. 
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GENE W. DALTON and PauL H. THOMPSON, | 


Novations: Strategies for Career Manage- 
ment (Glenview, IL: Scott, Foresman and 
Co., 1986, pp. xii, 280, $18.95). 


This is a useful pioneering effort on careers that 


are described in terms of stages and novations. . 


. Four major stages are identified and discussed; 
these are apprentice, colleague, mentor, and direc- 
tor. Novation is described as successful movement 
from one stage to another. Applied to colleges and 
universities, the three professorial ranks would 
. correspond approximately to apprentice, col- 
league, and mentor stages, while deans and higher- 
Level administrators would be at stage IV, the 
director stage. In public accounting, the managing 
partner or partners-in-charge of offices, divisional 
and national managers, and partners who manage 
a specialization would be considered to be at stage 
IV (p. 128). 

Much emphasis and space is given to the impor- 
tance of mentoring, which is a one-on-one- 
teaching process, and sponsoring, which is the pro- 
viding of opportunities and experiences of greater 
responsibility for persons who have proven 
themselves in the basics and are considered to have 
the capacity to make significant current and future 
contributions (p. 123). Both mentoring and spon- 
soring are important not only to the persons direct- 
ly involved, but also to the development, stability, 
and continuity of their professions and organiza- 
tions. mE 

The authors hold doctorates from and were pro- 
fessors at the Harvard Business School, where they 
began their study of careers some 15 years ago. 

The material presented is stimulating, iri- 


teresting, and reinforcing, since many of the points ` 


are similar to those that this reviewer has wit- 
nessed. It indicates a background of substantial 
longitudinal, case, and other research. Since most 
of it is anecdotal, it is more a trade or reference 
book than a text. 

It would be useful reading to anyone beginning a 
professional career, as well as later when career 
crises and changes appear on the horizon. It also 
would be useful reading and a valuable library 


addition for college professors, counselors, place- - 


ment directors, and other administrators involved 
in advising and/or directing professionals at any 
stage of their careers. They might recommend tlie 
book to their students, clients, colleagues, arid 
constituents. It also might be used as a supplement 


ín credit or continuing professional education. 


courses that consider professional practice and/or 
careers. 
H.S.H. 
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Harvey T. DEINZER, Development of 
Accounting Thought (New York and Lon- 
don: Garland Publishing, Inc., 1984, pp. 
xiv, 184, $25.00). 


This reprint included in the 1984 Garland collec- 
tion was published in 1965 and is combined here 
with its review by Carl Thomas Devine that ap- 
peared in THe ACCOUNTING REVIEW (January 
1966, pp. 189-192). The book is presented as a 
syllabus for a graduate course in financial account- 
ing theory. The many questions add substantial 
depth and breadth to the text, most of which is à 
critique or polemic on the attempts to establish ac- 
counting principles primarily from the 1936 
American Accounting Association Executive 
Committee report, ‘‘A Tentative Statement 
of Accounting Principles . . . ," to the 1962 
monograph, Accounting Research Study No. 3, 
written by R. Sprouse and M. Moonitz (the latter, 
then Director of Research at the AICPA). The text 
is put into perspective by the Devine review. This 
would be a useful supplement in graduate account- 
ing theory courses. l 

H.S.H. 


F. R. M. De PAULA, The Principles of Audit- 
ing (New York and London: Garland 
Publishing, Inc., 1984, pp. xvi, 207, 
$30.00). 


This is a reprint in the 1984 Garland collection 
that was a tenth edition textbook when published 
in London in 1939 (reviewed March 1940, p. 135). 
It would be useful as an addition to accounting 
libraries and to students of accounting and ac- 
counting history. 

H.S.H. 


Dan M. Guy, JOHN R. Cray, and DENNIS R. 
MEALS, Guide to Compilation and Review 
Engagements, Sixth Edition, Three Vol- 
umes (Forth Worth: Practitioners Pub- 
lishing Co., 1984, Vol. I: pp. xiii, 323; 
Vol. II: pp. iii, 338; Vol. HI: pp. iii, 171; 
Three-Volume Set, $105.00 looseleaf). 


What should a CPA do when the client needs a 
report from the CPA but does not want a complete 
audit? Prior to 1979, the CPA had no professional 
guidance as to what procedures to perform in a 
nonaudit engagement or how to report the results, 
Consequently, a nonaudit engagement resulted in 
the issuance of a disclaimer of opinion both when 
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limited analytical procedures were performed and ` 


when no procedures were performed. Thus, when 
reading such a disclaimer of opinion, both finan- 
cial statement users and the CPAs’ clients were 


uncertain as to what was actually done. Unfor- - 


tunately, many CPAs naively assumed that no legal 
liability could result from an engagement in which 
‘a disclaimer of opinion was issued. A few 


notorious court cases involving nonaudit engage- 


ments clearly indicated to accountants that more 
guidance was needed on nonaudit work. 

In 1979 the AICPA Accounting and Review Ser- 
vices Committee issued the first Statement on Stan- 
dards for Accounting and Review Services 
(SSARS). It introduced two well-defined levels of 
non-audit services: the compilation and the review. 
This three-volume set is a comprehensive and 
extensively illustrated reference for today's prac- 
titioners on compilations and reviews. It is an easy- 
to-use, practical guide covering nearly every 
conceivable situation that could arise in the per- 
formance of either a compilation or a review. . 

The three volumes quote liberally from the 
SSARS and other authoritative guidelines, The 
first volume contains background on develop- 
ment of the concepts of compilation and review 


and various checklists to use in the conduct and - 


performance of one of these nonaudit engage- 
ments for financial statements prepared in accor- 
dance with GAAP. The second volume gives guid- 
ance in situations other than a basic GAAP 
engagement: interim statements, statements pre- 
sented on another comprehensive basis of ac- 
counting, personal financial statements, proprie- 
torships, partnerships, and S corporations. The 
final volume presents guidelines for engagements 
with statements on prescribed forms and prospe: 
tive statements. 

The text would be a welcome addition to the 
reference library of any practitioner or consultant 
who. prepares or uses compilations or reviews, 

LAWRENCE J. GRAMLING 
Assistant Professor of Accounting 
University of Connecticut 


Leon E. Hay, Accounting for Governmental 
and Nonprofit Entities, Seventh Edition 
(Homewood: Richard D. Irwin, Inc., 1985, 
pp. xvii, 807, $38.95). 


Although Dr. Hay has made several major 
changes for the seventh edition, the text continues 
to be a traditional governmental accounting text 
(the sixth edition was reviewed April 1981, pp. 
422-423). Many of the chapters have been changed 
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only as updating has been necessary to present 
material in compliance with official releases of 


— Standard-setting bodies. Although many of the 


changes are rearrangements of the subject matter, 
significant new subject matter has been added in 
several areas. The rearrangements of subject mat- 
ter improve the flow of information to make it 
easier to follow and to facilitate learning. The tar- 
get market of the text continues to be a full three- 
semester-hour course; but unless students have had 
some prior exposure, covering the entire text in one 
semester is almost impossible. 

As with earlier editions, the first two-thirds (14 
of 22 chapters) is devoted to a discussion of fund 
accounting for governments. The last third 
(chapters 15 through 22) deals with cash planning 
and budgeting, cost determination, local and state 
school accounting, college and university account- 
ing, hospital accounting, voluntary health and 
welfare organization accounting, federal govern- 
ment accounting, and auditing in the public sector. 
Normally the instructor will select the first 14 
chapters and about one-half of the last eight. 

Four major changes have been made in the sub- 
ject matter. First, the General Fund and Special 
Revenue funds in the basic governmental account- 
ing presentation are covered in two chapters where 
three were used in an earlier edition. This has been 
done by combining the discussion of revenue and 
expenditures in one chapter. In making this 
change, some material has been eliminated. But the 
text is improved because the material is easier to 
cover and the instructor is given flexibility to insert 
material that he/she considers important. 

A second major change is that in earlier editions 
the material on budgets was included in the discus- 
sion of basic governmental accounting while in this 


.edition, most of the budget materialis presented in 


Chapter 15 with the discussion of cash. This change 
has made room in the basic governmental account- 
ing presentation to introduce a more extensive 
discussion of the structure of fund accounting. The 
material added follows quite closely the content of 
NCGA Statement 1. This change significantly im- 
proves the text. The material added is very impor- 
tant, and the extensive budgetary discussion is best 
treated as one of the optional subjects covered in 
the last eight chapters. 

The third change was to combine the discussion 
of the Agency Fund with coverage of investment 
pooling. The Agency Fund seemed to be excess ` 
baggage when combined with trust and retirement 
fund accounting. But since agency fund account- 
ing does not have sufficient subject matter to 
justify a complete chapter, combining it with 
investment pooling, which also requires relatively 
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little space, makes a good chapter and also allows 
investment pooling to be dealt with in the basic 
fund-accounting presentation. 

The fourth changeis the addition of a chapter on 
cost determination. The emphasis presently being 
placed on financial disclosure and fixed asset ac- 
counting by the Governmental Accounting Stan- 
dards Board (GASB) evidences the author's 
foresight and improves the text. 

The text has been carefully updated to include 
coverage of NCGA, FASB, and AICPA official 
releases. However, the timing of the edition was 
unfortunate because the GASB was being 
established as the text went to press. Dr. Hay 
describes in the preface the agreement reached by 
the FAF, the FASB, and the Public Interest 
Groups, but the increase in standard setting ac- 
tivities as a result of GASB will likely necessitate an 
earlier revision of the text than otherwise would 
have been necessary. The text continues Dr. Hay’s 
excellent work in the area of governmental and 
not-for-profit accounting. 

LERAY L. MCALLISTER 
Associate Professor of Accounting 
Brigham Young University 


EMERSON O. HENKE, Introduction to Non- 
profit Organization Accounting, Second 
Edition (Boston: Kent Publishing Co., 
1985, pp. xvii, 571, $36.00). 


Writing and selecting a nonprofit accounting 
text is no small task for several reasons. First, the 
course is likely to be taken primarily by seniors anx- 
iously awaiting graduation and preoccupied with 
many other activities, such as preparing for the 
CPA exam and searching for their first profes- 
sional position. Second, the students usually begin 
the course with little or no background in the non- 
profit sector and some even have a bias against 
it. Third, a great deal of unfamiliar and somewhat 
abstract material must be included in this basic 
course: the environment, underlying concepts and 
principles of accounting, and increasingly, 
auditing in a variety of governmental, academic, 
hospital, welfare, health, religious, charitable, and 
other nonprofit organizations. Moreover, a signifi- 
cant number of fundamental changes are occurring 
in the nonprofit area—for example, the working 
agenda of the newly created Governmental Ac- 
counting Standards Board. 

Given all this, the preparation and choice of a 
text takes on added significance and complexity. 
Some potential authors and publishers recognize 
this and are taking a wait-and-see posture. 

Henke’s approach is a significant departure 
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from other texts, and in many ways attempts to 
deal with the demands placed upon a nonprofit 
text. This edition continues in the tradition of its 
predecessor (reviewed October 1980, pp. 698-699). 


. It is designed for a quarter or semester course for 


students who have completed at least one introduc- 
tory accounting course. The first of the four parts 
focuses on distinguishing the nonprofit and private 
sectors and on introducing some of the underlying 
accounting principles and concepts that apply to 
most nonprofit organizations. For example, it in- 
cludes discussions of ‘‘pure profit enterprises," 
‘‘quasi-profit organizations," ‘‘quasi-nonprofit 
entities," and ‘‘pure nonprofit entities." Henke 
also reviews his categorization of ‘‘source and 
disposition" and ‘‘self-sustaining’’ funds..An ef- 
fort then is made to discuss some of the fundamen- 
tals of the various funds and account groups within 
this generalized context without immediately get- 
ting the student immersed in the details of the ac- 
counting procedures and practices for the several 
kinds of nonprofit entities. 

In the second part, several chapters are 
presented on the more detailed accounting prac- 
tices and procedures for governmental entities. But 
unlike others, this text tries to deal with the dif- 
ferent funds and account groups in a more concep- 
tual and less detailed way; for example, the treat- 
ment of capital projects, debt service, and special 
assessment funds is combined into a single chapter. 

The third part, ‘‘Accounting For Other Non- 
profit. Organizations," covers (1) colleges and 
universities, (2) hospitals, and (3) health and’ 
welfare agencies, churches, and other organiza- 
tions. 

Part four offers an interesting and imaginative 
treatment of both the internal and external uses of 
accounting data. The final chapter raises the issue 
of ‘‘operational-accountability”’ reporting (vis-a- 


' yis *‘dollar-accountability’’ reporting) which in- 


cludes full accrual accounting and depreciation 
recognition. This chapter, along with some discus- 
sion in Part I, briefly raises some interesting ques- 
tions on efficiency and effectiveness, the use of 
community resources, and community services 
provided—suggestive of the service level ac- 
complishments and financial reporting dilemma 
currently under discussion. Unfortunately, little 
in-depth, direct discussion is given to this larger 
and important issue. 

A solutions manual and a manual for suggested 
examinations (instructor’s manual) are available. 

If the freshness of the approach and the 
emphasis on concept, as opposed to detail, are 
strengths of the text, they also lead to a few 
deficiencies. While the attempt to introduce and 


. generalize in Part I is commendable, it also leads to 


Book Reviews 


redundancy. One seems to go over the same 
material several times. Part I, currently consisting 
of three chapters, probably could be shortened 
substantially. The text uses a number of 
hypothetical or model financial statements to 
avoid getting lost in detail. But this deprives the 
student of the fun and sense of reality that 
accompanies analyzing the actual statements of a 
real organization. Similarly, students complain 
that some exercises and problems are not covered 


adequately in the text. Also, while many of the - 


_ exercises and problems are adapted from CPA 
exams, sorne seem to be so conceptual as to lose 
meaning or identity. Finally, despite the ground- 
breaking nature of the text, there is inadequate 
coverage of expanded-scope auditing and the im- 
plications of service level accomplishments in the 
nonprofit sector—even accrual-based financial 
statements say little about the performance of 
a nonprofit entity. . 

In conclusion, this edition continues in the 
innovative and commendable tradition of its 
predecessor. Some improvements have been made 
—a useful glossary is now included. Its conceptual 
approach recognizes the breadth and evolutionary 
nature of the field. Those more comfortable 
with a chapter by chapter treatment of ‘‘fund 
accounting" may prefer another text. Those who 
want to both convey conceptual information on 
nonprofit accounting. practices and devote 
classroom time to the shortcomings of nonprofit 
accounting or to other specialized areas (i.e., 


nonprofit auditing) will enjoy the Henke book. 


Regardless of the professor's selection, the 
availability of an alternative choice is a welcome 


~ addition to the field. 


RicHARD E. BROWN 
Professor of Accounting 
Kent State University 


G. H. HOFSTEDE, The Game of Budget Con- 
trol (New York and London: Garland Pub- 
lishing, Inc., 1984, pp. xiv, 363, $45.00). 


This reprint in the 1984 Garland collection was 
published in the Netherlands as a paperback in 
1968 (reviewed April 1969, pp. 428-429). The title 
is misleading since “game” is used in a very 
specialized way to mean **organized play according 
to definite rules . . . [and] objectives, and usually 
competitive" (p. 77). It appears to be based (as 
indicated by the 1969 reviewer, D. Green, Jr.) on 
the author's doctoral dissertation. The research 
consists largely of in-depth interviews on a very 
small sample of only six plants in five companies. 
This book would be useful as an addition to 
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accounting libraries and as a supplement in 
graduate-level seminars in cost, managerial, 
and/or behavioral accounting. — . 

| H.S.H. 


LYMAN A. Kerra and RicHARD L. KEITH, 
Accounting: A Management Perspective, 
Second Edition (Englewood Cliffs: Pren- 
tice-Hall, Inc., 1985, pp. xiii, 448, $29.95). 


Those looking for an introductory managerial 
accounting textbook that can be used to educate 
non-accounting students should consider adopting 
this one. It has been revised in content and by the 
addition of a second author, R. L. Keith, This edi- 
tion, like the first (reviewed October 1980, pp. 
700-701), emphasizes decision-making aspects of 
managerial accounting rather than extensive in- 
depth ‘“‘number crunching,’ which often is 
stressed in the more traditional managerial/cost 
principles accounting textbooks. 

The book is written in a narrative style that 
facilitates student understanding about decision- 
making. Whereas theoretical concepts are inter- 
woven throughout each chapter to provide 
necessary conceptual frameworks, the main em- 
phasis of all chapters is on pragmatic decision- 
making applications. Numerous real-life examples 
are narratively described and appropriately sup- 
ported with well-designed managerial accounting 
quantitative analyses. | 

In five parts and 16 chapters, the topics covered 
include an overview of accounting, costs and their 
behavior, budgeting, product costing, and addi- 
tional decision-making considerations. Each 
chapter begins with an overview and important 
questions for students to consider and ends with 
suggested summary answers to those questions and 
a listing of key terms or concepts which students 
should review and master. 

A wide selection of questions and problems has 


. been provided at theend of each chapter. Problems 


range in complexity from lower to higher levels of 
difficulty to give instructors considerable latitude 
to choose the variety that suits their preferences. 

Differences between the first and second edi- 
tions include extensive changes in end-of-chapter 
problems and only minimal alterations in textual 
content. - 

Constructive criticisms center around two main 
concerns. First, the textbook occasionally presents 
an overly complex and yet incomplete coverage of 
some topic areas. For example, in Chapter 12, 
‘Control Through Standards and Standard 
Costs," the authors include too much in-depth 
discussion of direct material, direct labor, and 
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variable overhead variance analyses, but do not 
mention fixed overhead variance analysis. Second, 
the Instructor's Solution Manual contains a 


number of weaknesses. Too often it provides soht: 
tions in narrative form when tabular data formats 


would be more desirable for instructional pur- 
poses. Of equal concern, the quantitative solutions 
Often are so summarized that they omit essential 
detailed computations. Finally, the Manuals 
ultra-small print size requires that instructors must 
first make photo-enlargements so that suitable 
visual aids can be produced for classroom use. 

In summary, this book offers a somewhat dif- 
ferent and yet appropriate approach to managerial 
accounting that is combined with a strong empha- 
sis on accounting applications. The text has peda- 
gogical merit when used either for undergraduate 
nonaccounting students or for MBA students who 
need a managerial accounting foundation prior to 
pursuing graduate-level studies. 

SHERMAN R. ROSER 
Professor of Accounting 
St. Cloud State University 


J. KiTcHEN and R. H. PARKER, Accounting 
Thought and Education: Six English Pio- 
neers (New York and London: Garland 
Publishing, Inc., 1984, pp. xv, 120, 
$20.00). 


This is a reprint in the 1984 Garland collection of 
a book that was published in 1980 (reviewed April 
1981, pp. 430-431). It recaps the careers and 
writings of six English pioneers in accounting who 
lived during the period 1841 to 1958: E. Guthrie 
(principles), F. W. Pixley (auditing), J. M. Fells 
(cost accounting), L. R. Dicksee (auditing), Sir A. 
E. Cutforth (consolidations), and F. R. M. de 
Paula (accounting education, taxation, and audit- 
ing). This book would be useful as a reference for 
accounting libraries and as a supplement for 
accounting history courses. i 
H.S.H. 


Paur B. W. MuLER, D. GERALD SEARFOSS, 
and KENNETH A. SMITH, Intermediate 
Accounting, Second Edition (Homewood: 
Richard D. Irwin, Inc., 1985, pp. xxiv, 
1336, $38.95). 


Textbooks serve primarily as information 
sources. Accounting texts, like those of many other 
technical areas, are particularly critical in fulfilling 
this function, given the myriad topics generally in- 
cluded. At the intermediate or more advanced 
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levels, appropriate topical matters must be includ- . 
ed, and the presentation must facilitate the learn- 
ing of the material. The text also must give the stu- 
dent a flavor of the professional literature, and 
instill a sense of professionalism in those aspiring 
to enter the profession. 

In fulfilling the information source role, most 
accounting texts can be placed along a continuum 
going from a largely theoretical approach (at one 
extreme), to GAAP as promulgated (an inter- 
mediate point), and ending with practical im- 
plementation of GAAP (at the other extreme). 
While all of these areas are related, the degree to 
which an author chooses to stress an area, or some 
combination, will affect the material included in 
the text. 

Miller, Searfoss, and Smith adopt a practical im- 
plementation approach, similar to the approach 
adopted in the first edition of the text. The reviewer 
of that edition noted that each chapter was struc- 
tured in terms of (1) nature of the topic, (2) ac- 
counting objectives, and (3) accounting practice 
(THE AccouNTING Review, January 1983, pp. 
202-203). This approach, while laudable in that it 
may help the student when confronted by contexts 
similar to those shown in the text, has certain 
limitations. For example, one must show many 
contexts to ensure that the material covered is suffi- 
ciently broad to expose the student to relatively 
complete coverage of a given topic. This likely in- 
crease in contexts presented means that other areas 
must be given less emphasis—GAAP as prom- 
ulgated or the underlying theoretical arguments 
(other points of the continuum). This choice of em- 
phasis is evident, for example, in Chapters 7 (pres- 
ent value techniques), 13 (liabilities), and 14 
(owner's equity). They include very little 
theoretical discussion (for example, the liability 
chapter has no discussion of the fundamental 
characteristics of a liability mentioned in Concepts 
Statements 3 and 6), but fairly complete coverage 
of contexts, Discussion in the chapters tends to be 
explanations of how or why extant practice 
developed. 

In many areas, the adoption of an implementa- 
tion (generally inductive) approach is congruent 
with the nature of the topical matter. For example, 
topics such as inventory or depreciation account- 
ing offer less opportunity for innovation or discus- 
sion of underlying concepts. The authors’ coverage 
in many of these chapters is thorough and infor- 
mative. Nonetheless, in many other chapters the 
lack of theoretical discussion is likely to be per- 
ceived as a deficiency by many readers and 
potential users. 

This implementation orientation also is 
apparent in the problem sets. While the chapters 
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contain a wide range of problem types, they tend 
to be restricted to the contexts covered in the 
chapters. This tends to limit consideration and 
discussion of some of the broad concepts 
underlying specific topic areas. As the text 
currently is structured, it is difficult to draw 
together some of the broad themes underlying 
much of financial accounting (e.g., the nature of 
a liability is difficult to address given the structure 
of the liability chapter). 


The text generally is well-written. Topical. 


coverage is similar to that found in most competing 
texts, The layout is clear and generally easy to 
follow. All of the typical accessory materials 
-—student study guides, workpapers, outlines, 
solution manuals—are available. 

However, given the implementation orientation 
of the book, too little space is given to introducing 
the student to the professional and other literature. 
It seems reasonable to expect that texts provide 
relatively complete coverage of at least two of the 
main reference points of the continuum mentioned 
earlier. Generally this is typical of most texts 
written for theintermediate market. This text often 
. discusses only one aspect of the continuum. 
Supplementation is probably necessary in most 
teaching contexts. 

In conclusion, this is a readable, well-written 
text. However, given the orientation of the subject 
matter, most users are likely to require GAAP 
guides or other supplements. 


MATTHEW J. ANDERSON 
Assistant Professor of Accounting 
University of Minnesota 


JANET PRYCE-JONES and R. H. PARKER, 
Accounting in Scotland: A. Historical 
Bibliography (New York and London: 
Garland Publishing, Inc., 1984, pp. xviii, 
107, $20.00). 


This is a reprint in the 1984 Garland collection of 
a second edition that was published in Scotland in 
1976 (the first edition, 1974, was reviewed October 
1975, pp. 938-939). Since the changes for this edi- 
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tion were primarily updating with the addition of a 
few new items, this appears to be more like a 
second printing. The major section (Part I of the 
book) lists books on accounting and related sub- 
jects published in Scotland between 1683 and 1920. 
Part II lists books and articles that transcribe and 
discuss Scottish accounts dating from 1264 to 1975. 
Part III lists books and articles on Scottish ac- 
counting history. The book has two indexes: one 
by author and one by title. This book would be 
most useful as a reference for accounting libraries 
and research by accounting historians. 
H.S.H. 


ROBERT RONSTADT, The Art of Case 
Analysis: A Guide to the Diagnosis of Bus- 
iness Situations, Second Edition (Dover, 
MA: Lord Publishing, 1980, pp. viii, 189, 
$9.95 paper). 


Much has been written about the case method of 
instruction from the viewpoint of the teacher or 
discussion leader. This useful little book is distinc- 
tive because it is directed toward the student. It 
presents advice and suggestions about ‘‘developing 
a personal system for case preparation and discus- 
sion" (p. 1). It contains chapters on reading a case 


` efficiently, analyzing and preparing a case for 


discussion, discussing a case in class, developing 
strong study groups, and writing good case reports. 
Most students, particularly undergraduates, who 
encounter the case method for the first time ex- 
perience difficulty in developing these skills. The 
book contains a wealth of practical advice to 
students. In addition, it contains chapters on 
analytic tools for case analysis, a sample case 
analysis, and a brief compendium of economic and 
financial statistics useful in case analysis. The 
reviewer uses this book as a required supplemen- 
tary reading in an undergraduate honors class and 
finds that it significantly improves the quality of in- 
class discussion and case reports. 

DANIEL L. JENSEN 

Ernst & Whinney Professor of Accounting 
The Ohio State University 
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SOFTWARE SUMMARIES 


Harvey S. Hendrickson, Editor 


SHELDON P. NEEDLE, A Guide to Accounting 
Software for Microcomputers, 1985 Edi- 
tion (Rockville, MD: Computer Training 
Services, Inc., 1985, pp. xviii, 194, $280.00 
looseleaf including 3 disks, updates avail- 
able semiannually at additional cost). 


A Guide to Accounting Software for Microcom- 
puters, enclosed in an impressive cloth binder, 
provides documentation for **The Requirements 
Analyst," a three-diskette software set of Lotus 
worksheets. But it does not include the Lotus 1-2-3 
software, which must be acquired separately. The 
worksheets are accessed by menus so that the user 
need not be acquainted with Lotus commands. A 
better name for the worksheets might be ''pro- 
grams," since Lotus macros are used to move from 
one worksheet to another. "be Requirements 
Analyst" is a ‘tool to assist computer profes- 
sionals in the evaluation and selection of micro- 
computer accounting software for businesses.” 
The targeted users are consultants, computer 
dealers, and CPAs, but it also would be a useful 
addition to college computer libraries and to the 
libraries of computer and systems laboratories. 

The diskettes are the standard stan, double- 
sided, double-density format for microcomputers 
that run on PC DOS 2.x and higher versions, with 
either a floppy or hard disk drive. The Lotus pro- 
gram is required to access the diskettes that can be 
copied for backup. No problems were encountered 
in loading the diskettes onto a hard disk and using 
them with Lotus Rel. 1. 

The program has four parts. The first is a 
database of the features and elements of each of 
the modules contained in the chosen accounting 
software packages (brands). The second is a set of 
help screens that explain the operation of the pro- 
gram and the features and elements. The third is 
worksheets and macros that permit identification 
and calculation of suitability measures of the 
brands. The last part is the Lotus program itself, 
which may remain hidden behind the menus and 
help messages or may be accessed directly to 
customize the evaluations and reports and to per- 
form '*what if” analysis. 

At the outset, a main menu automatically ap- 
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pears on the screen; this allows the selection of five 
options and an exit. One option is an onscreen help 
routine that explains the program. A second reset 
option allows the user to start a new process of 
selection and evaluation of software, unless it is 
desired that data from previous evaluations be kept 
and included in the analysis. A third option selects 
specific brands of software to be evaluated (20 
can be selected, but only 12 of the ''high-end" 
microcomputer software packages are included— 
they were chosen on the basis of their **popularity 
and versatility"; two more are promised later and 
the user can add others). Options four and five lead 
to feature and element analysis (a feature is a broad 
characteristic, such asa reorder quantity for inven- 
tory; an element is a more detailed capability, such 
as multiple prices for inventory items). 

A pass through a program might be made as 
follows: First, a reset is performed to start. Then 
the brands (e.g., **ABS,"* “TCS,” and “‘BPI’’) are 
selected by placing a '* + ” by their names on a list. 
In feature analysis, a selection is made of the 
module(s) to be considered (e.g., inventory con- 
trol), again by typing a ‘+ ” next to its name in a 
list (eight modules are presented, from General 
Ledger to Security and Auditing). A list of features 
is presented and a “+ ” can be placed next to each 
to indicate that it is absolutely needed, or a number 
from one to ten can be used to indicate how impor- 
tant a particular feature is. When the page full of 
features has been marked, on command the pro- 
gram will compute the percentage of the re- 
quirements provided by each brand in descending 
order. If another module (e.g., Accounts 
Receivable) is selected, another list of features is 
marked. When two or more modules have been 
completed, combined percentages across all 
modules can be obtained for each brand. An iden- 
tical procedure is followed in the element analysis, 
except the list of elements to be marked is con- 
siderably longer. The analyses also can be printed 
on paper. 

The accompanying written documentation is 
lean, but relevant. About five pages of narrative 
are included on the good and bad attributes of each ` 
brand. Other chapters include a general discussion 
of the advantages and disadvantages of multi-user 
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. and networked accounting systems, instructions 

on installation and operation of. the software, 

charts of requirements, specifications, strengths 

rie weaknesses of the brands, and glossary and up- 
tes. i | 

On the whole, this software has a good selection 
of packages, but it also has some (e.g., BPI, which 
is cumbersome and inflexible, and Business 
Library, which has not been debugged and is tricky 
to install) that are inferior to such packages as Ex- 
calibur, Attache, and Accounting Plus. 

This software is a good tool for screening the 
many. alternative microcomputer accounting 
packages that are available to determine those that 
are more appropriate for a given set of cir- 
cumstances. It works well and the documentation 
is direct and matches the needs of the user. 
However, the presentation should have had greater 
depth; for example, if it had included samples of 
the report formats, file layouts, types of menus, 


and entry screens, the user could get a better feel | 


for the way the accounting software might work 
and how the output should look. The selection of 
an accounting package for a business must con- 
sider these less tangible factors as well as the more 
measurable features and elements. 
JACK L. CARTER 
Assistant Professor of Accounting 

Florida International University 


NUTSHELL Information Filer (Needham 
Heights, MA: Leading Edge Software 
Products, Inc., 1985, pp. xii, 347, $150.00 
paper user’s manual and 2 disks). 


NUTSHELL is a menu-driven file management 
system that runs on IBM PCs and compatibles. It is 
very easy to learn to use and can be self-taught. It 
has a tutorial that shows step-by-step how to create 
files and print reports. The on-line help messages 
are quite detailed and conclude with a reference to 
the pages in the manual that deal with that topic. 
The manual itself is easy to read. The menu screens 
are clear and easy to follow; experienced users, 
moreover, can by-pass the menus. 

NUTSHELL provides great flexibility for both 
data presentation and file modification. Multiple 
report formats can be created by rearranging and 
masking various fields. (Fields that are masked are 
not physically lost, just hidden from view in a par- 
ticular layout.) It also is possible to add new fields 
to existing records at any time, without affecting 
the data previously entered. Fields can be declared 
to be text, date, numeric, calculation, or summary 
~ type. Calculation fields are defined to be the result 
of applying formulas to other fields; summary 
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fields can be used to represent either totals, 
averages, or counts of other fields. 

NUTSHELL does have several limitations. 
Although it is not hard to create ASCII files for use 
in other programs (e.g., word processing), it is 
more difficult to import ASCII files created by 
other programs for use in NUTSHELL. Another 
problem is the lack of a query language. Finally, 
because NUTSHELL is a file manager rather than 
a database system, only one file can be opened and 
accessed at any one time. 

NUTSHELL is useful for introducing students 
to the concepts of file management and file pro- 
cessing. Students can use it to create, update, and 
sort files containing both numeric and non- 
numeric data. It can be learned very quickly, and 
with a minimal amount of instructor assistance, 
thus making it very attractive for use in an in- 
troductory computer lab designed to expose 
students to a variety of software packages. 

PAUL J. STEINBART 
Assistant Professor of Accounting 
University of Utah l ' 


Bos WALLACE, PC-Write Version 2.6 (Seat- 
tle: Quicksoft, 1986, pp. 16, $10.00 tutorial 
and disk). 


PC-Write is a powerful word processor that 
satisfies the writing requirements of most students 
and many professors. Because the program is 
distributed as "Shareware," it can be given to 
other users as long as the shareware agreement is 
satisfied. Quicksoft's floppy disk contains the 
latest program version, a **Quick Guide," and a 
tutorial. A printed copy of the tutorial and a cue 
card for commands also are provided. 

A separate 336-page manual is available for a 
nominal amount, but is not needed for effective — 
use of the program. By registering with Quicksoft 


" and paying a $75.00 fee, users receive a copy of 


the manual and the program's source code (in 
PASCAL). 

Educational institutions that register can - 
distribute PC-Write to students and faculty 
without additional fees. Quicksoft also provides 
the tutorial in a printed form ready for duplication 
to registered educational users. 

PC-Write operates on most IBM-compatible 
personal computers, and supports over 200 
printers including the Hewlett-Packard LaserJet. 

This is a sophisticated word processor that 
compares favorably with packages costing four to 
five times as much. It has an excellent help menu 
system accessible from inside of the program. 
Word processing features such as word wrapping, 
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block moves, search and replace, margin control, 
windows, and multiple headers and footers are 
supported. Footnotes, table of contents, and 
indexes can be generated when a document is 
printed. Multiple fonts are allowed in printed 
documents. The program generates ASCII files, 
which means that moving information from PC- 


: Write to other programs is not a problem. For 


advanced users, the program has an internal 
keyboard macro option. The program has a host of 
Other features too numerous to list here. 

Commands are entered using function keys and 
special key combinations, and most WordStar 
commands also are supported by the program. PC- 
Write uses separate programs for editing and 
printing documents. 
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Because of theimproved help menus and tutorial 
in Version 2.6, novice users can master the basics of 
the program in a short period of time. Using the 
program's advanced features will require some 
learning effort, but this is required by most 
software packages. The maximum file size allowed 
by the program is 60K, which is about 30 double- 
spaced pages, but large documents can be 
accommodated by breaking the text into smaller 
units. 

In summary, this is an excellent word processing 
program that is especially attractive to educational 
users because of the liberal distribution policies. 

ELBERT B. GREYNOLDS, JR. 
Associate Professor of Accounting 
Southern Methodist University 
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OCTOBER 1986 PLACEMENT ADS 


The deadline for information to be included in the ‘‘Placement Information" 
section is two months prior to the date of publication. The Review is published on 
the first day of January, April, July, and October. Placement advertising and replies 
should be sent to the American Accounting Association, 5717 Bessie Drive, 
Sarasota, FL 33583. All replies to box numbers should be on separate sheets to 
facilitate forwarding. There is no charge for this service to AAA members and 
associate members seeking employment. Others will be charged a fee of $100 per 
insertion. Ads should not exceed 100 words. 


#401 POSITION WANTED. Ph.D. (1980), CPA. Numerous publications in refereed and other journals 


and paper presentations at national and regional meetings. Desires faculty position at AACSB 
school or at school with firm commitment to achieving accreditation. Currently a tenured associate 
professor. Available fall 1987. Primary area auditing; also cost/managerial and financial. 


UNIVERSITY OF SOUTHERN CALIFORNIA, School of Accounting, is seeking candidates for 
faculty positions leading to tenure. Faculty positions above the assistant rank are also possible for 
individuals with strong teaching and publication record. Candidates for assistant professor should 
have a doctorate in hand or be near completion of the dissertation, strong teaching ability and 
interest in research. The University of Southern California is an equal opportunity, affirmative 
action employer. Applications are encouraged from women and minority persons. Please contact 
Professor Doyle Z. Williams, Dean, School of Accounting, University of Southern California, Los 
Angeles, California 90089-1421. 


OREGON STATE UNIVERSITY has openings for tenure-track faculty positions at the Assistant/ 
Associate professor level which will become available during the 1987-88 academic year. Rank is 
dependent upon qualifications. Most interest areas can be accommodated, although preference will 
be given to candidates in financial, managerial, and auditing. Responsibilities include quality 
teaching, research, and professional activities in the field of accounting. Candidates should hold the 
appropriate doctorate or have substantially completed the degree requirements. Professional certifi- 
cation is desirable. Salary is competitive, fringe benefits are excellent. Candidates should send a 
letter of application and resumé to: Charles Neyhart, Chairman, Department of Accounting, 
College of Business, Oregon State University, Corvallis, OR 97331. Applications will be accepted 
Epi RE 1, 1986. Oregon State igi is an Equal Opportunity/Affirmative Action 
ployer. 


GEORGE WASHINGTON UNIVERSITY, Department of Accountancy invites applications for 
tenure-track positions in accounting. Candidates are expected to possess a doctoral degree or be near 
completion of degree and should be dedicated to teaching excellence and research. GWU is an equal 
opportunity, affirmative action employer. Please send vita to Professor Michael Gallagher, 

, Department of Accountancy, George Washington University, 710 21st Street, NW, 
Room 209, Washington, DC 20052. Telephone (202) 676-6825. 


APPLICATIONS FOR POSITIONS IN ACCOUNTING, at all professorial ranks, are invited 
from qualified persons having teaching and research interests in the areas of auditing, financial, 
health care, information systems, managerial, and public policy. A Ph.D. is required. Demon- 
strated ability or potential for effective teaching and quality research are important considerations. 
The University of Pennsylvania is an equal opportunity/affirmative action employer. Interested 
persons should send their resumé including educational background, professional experience, publi- 
cations, personal data, and, if applicable, a dissertation proposal and abstract to: Professor Robert 
E. Verrecchia, Accounting Department, Suite 2400 Steinberg Hall-Dietrich Hall, University of 
Pennsylvania, Philadelphia, Pennsylvania 19104-6365. 


#406 TEMPLE UNIVERSITY seeks applicants for accounting faculty positions. Rank is dependent on 


candidate's qualifications. Salaries are competitive, fringe benefits are excellent. Candidates should 
hold a doctorate in accounting or ABD with substantial progress toward completion. CPA or CMA 
is a plus. The Department desires well-balanced performance by its faculty, including teaching 
excellence, publications, and service. BBA, MBA, MS in Tax, and Ph.D. programs are offered. 
Temple University is located in historic Philadelphia and is a short drive from the Pocono 
Mountains and the Jersey shore. Apply to: Dr. Stephen L. Fogg, Chairman, Department of 
Accounting, School of Business Administration, Temple University, Philadelphia, PA 19122. 
Telephone (215) 787-1915. Temple University is an equal opportunity, affirmative action employer. 
Qualified minorities and women are encouraged to apply. 


STEPHEN F. AUSTIN STATE UNIVERSITY anticipates a tenure-track position for the Fall 1987 
semester. Preferred level of appointment is at the assistant level, but appointments will be 
considered at any rank dependent upon qualifications. Earned doctorate is preferred, but advanced 
ABDs will be considered. Professional certification is desirable. SFASU is a 12,500 student body, 
state-supported university located in Nacogdoches, Texas, 130 miles north of Houston and 160 
miles southeast of Dallas. The School of Business Administration is AACSB-accredited with more 
than 4,000 majors. The Department of Accounting has approximately 700 majors with 16 full-time 


_ faculty. Interested candidates are invited to submit their resumé to Professor Sammie L. Smith, 


Chairman, Department of Accounting, Stephen F. Austin State University, Nacogdoches, TX 


.. 75962. SFASU is an Equal Opportunity, Affirmative Action Employer. 
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ASSOCIATE PROFESSOR (TAXATION) at a major private institution with respected Master of 
Taxation program seeks visiting professorship for 1987-1988 AND/OR summer teaching for any 
summer session after 1986. Coastal or resort areas preferred for summer. Areas of expertise are 
Partnership, Estate, Gift and Fiduciary Taxation. Three years “‘Big Eight” experience and twelve 
years teaching experience, Please write for vita. 


UNIVERSITY OF NEW ORLEANS invites applications for the position of Assistant or Associate 
Professor of Accounting. Candidates should have the Ph.D. or DBA degree. Evidence of excellence 
in teaching, research, and professional activities is necessary. Salary is negotiable and competitive. 
The University offers the M.S. in Accounting and the M.S. in Accounting (tax option), as well as the 
M.B.A. Approximately 700 undergraduate accounting majors are enrolled. The University has 
AACSB accreditation at both the undergraduate and graduate levels. Candidates should send 
resumé to Professor R. J. Thacker, Chairman, Department of Accounting, College of Business 
Administration, University of New Orleans, New Orleans, LA 70148. UNO is an Affirmative 
Action, Equal Opportunity Employer. 


CASE WESTERN RESERVE UNIVERSITY is seeking applicants for tenure-track faculty posi- 
tions in accountancy. Qualifications required include a demonstrated capacity to undertake high 
quality research and teaching in undergraduate and graduate professional accountancy courses, 
Skills in several specialization areas such as Auditing, Taxation, Not-for-Profit, and Financial 
Accounting are preferred. A doctorate or the equivalent terminal qualification and experience is 
required. J.D.-Ph.D. qualification for Tax/Law instruction also being sought. Rank and salary 
depend upon qualifications. Send resumé and references to Gary John Previts, Weatherhead School 
of Management, Case Western Reserve University, Sears Library Building, Room 607, Cleveland, 
Ohio 44106. Case Western Reserve University is an Affirmative Action/Equal Opportunity 
Employer. i 


TEXAS TECH UNIVERSITY invites applications for permanent faculty positions in Accounting 
beginning Fall 1987. Positions are expected to be available at the assistant and associate ranks for 
teaching and research interest in financial accounting, systems, and auditing. Doctorate required. 
Certification desirable, Competitive salaries commensurate with experience and education. Texas 
Tech offers accounting programs at the undergraduate, masters, and doctoral levels. Apply to 
Professor Gary E. White, College of Business Administration, Texas Tech University, P.O. Box 
4320, Lubbock, Texas 79409. Affirmative Action/Equal Opportunity Employer. 
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THE UNIVERSITY OF MANITOBA is seeking applicants for tenure-track positiorts in accounting 
for July 1987. Rank is open, based on qualifications and experience. A visiting appointment is also 
possible. Ph.D. or DBA, completed or near completion, is required. Duties include research and 
teaching at the undergraduate and graduate levels. Salary is competitive and will depend on 
qualifications, experience, and research record. Winnipeg, a multi-cultural city of 600,000, offers 
the best of an urban environment in the heart of Canada’s vacation land. Both women and men are 
encouraged to apply. In accordance with Canadian immigration requirements, priority will be given 
to Canadian citizens and permanent residents of Canada. Applications should be sent to: Dr. L. I. 
Gould, Head, Department of Accounting and Finance, University of Manitoba, Winnipeg, 
Manitoba R3T 2N2. 


ALL POSITIONS, tenure-track, for the 1987-88 year. Minimum qualifications: Ph.D. or DBA in 
Accounting (ABD considered if dissertation in process). Undergraduate and graduate level 
teaching. Salary is competitive. Send resumé to: Teddy L. Coe, Department of Accounting, North 
Deen State University, Denton, Texas 76203. NTSU is an Equal Opportunity, Affirmative Action 
Employer. 


DUKE UNIVERSITY—The Fuqua School of Business is seeking highly qualified faculty in 
accounting. The qualifications required include a demonstrated interest in and capacity to do 
publishable research, and a high level of teaching competence in M.B.A. and Ph.D. classes. 
Candidates are expected to hold a doctorate degree or be near completion of the degree. Rank and 
salary depend upon qualifications. Send resumé and list of references to Professor Robert H. 
Ashton, Fuqua School of Business, Duke University, Durham, North Carolina 27706. Duke 
University is an Affirmative Action/Equal Opportunity Employer. 


UNIVERSITY OF SOUTHERN CALIFORNIA, School of Accounting, is seeking candidates for 
faculty positions leading to tenure with a primary interest in financial accounting, auditing, and 
managerial accounting. Faculty positions above the assistant rank are possible for individuals with a 
strong teaching and publication record. Candidates for assistant professor should have a doctorate 
in hand or be near completion of the dissertation, strong teaching ability, and an interest in research. 
The University of Southern California is an equal opportunity, affirmative action employer. 
Applications are encouraged from women and minority persons. Please contact Professor Doyle Z. 
Williams, Dean, School of Accounting, University of Southern California, Los Angeles, California 
90089-1421. 


SOUTHWESTERN UNIVERSITY AT GEORGETOWN, TEXAS is seeking applicants for a 
tenure-track position in accounting. Rank is open, based on qualifications and experience, and a 
Ph.D. in Accounting is necessary. Southwestern University, located near Austin, Texas, is a small, 
well-endowed liberal arts college with a commitment to excellence in teaching and strong teacher/ 
student relations. Research and professional growth is encouraged by an endowed faculty develop- 
ment program. Salaries are competitive with those of better universities. Send resumé and inquiries 
to Dean Theodore Lucas, Southwestern University, Georgetown, Texas 78626. Southwestern 
University is an Equal Opportunity/Affirmative Action Employer. 


UNIVERSITY OF CINCINNATI, College of Business Administration, seeks candidates for 
tenure-track faculty positions in the Department of Accounting. Candidates for Assistant Professor 
should have doctorate or be in advanced dissertation stage; evidence of research and teaching 
potential is required. Professional certification and business experience is desirable. Send resuméto: 
Dr. Donald E. Ricketts, University of Cincinnati, College of Business Administration, Department 
of Accounting/Business Law, Cincinnati, Ohio 45221-0130. The University of Cincinnati is an - 
Affirmative Action/Equal Opportunity Employer. 


THE DEPARTMENT OF ACCOUNTING OF THE UNIVERSITY OF WYOMING is seeking 
qualified applicants for tenure-track positions at the rank of Assistant, Associate, or Full Professor 
forthe fall of 1987. Qualifications for therank of Assistant Professor include completion of a Ph.D. 
or D.B.A. degree and a strong commitment to high-quality teaching and research. Candidates for a 
senior position must have an established record in both areas. All resumés should be sent to: Keith 
H. Burdick, Chairman, Department of Accounting, College of Commerce & Industry, The 
University of Wyoming, Laramie, WY 82071. The University of Wyoming is an Equal Opportunity, 
Affirmative Action Employer. 
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NORTH CAROLINA STATE UNIVERSITY invites applications for a tenure-track position in 
accounting beginning in the fall of 1986. An earned doctorate is required, although advanced ABDs 
will also be considered at the Assistant Professor level. Professional certification is highly desired. 
Important qualifications include demonstrated interest in and ability to do publishable research, 
and a commitment to teaching excellence. Please send resumés to Dr. Joanne Rockness, Accounting 
Search Committee, Department of Economics and Business, North Carolina State University, Box 
8110, Raleigh, North Carolina 27695-8110. Norch Carolina State University is an affirmative 
action/equal opportunity employer. 


UNIVERSITY OF CALIFORNIA, DAVIS faculty position in accounting. One position, rank 
open, in Accounting, Graduate School of Administration. Duties include graduate instruction, 
course development, and a high level of research productivity; experience or demonstrated potential 
in managerial accounting, planning and control systems, or accounting information systems. Ph.D. 
or equivalent required. Send vita, names and addresses of four references to Gary M. Walton, Dean, 
Graduate School of Administration, A-2, University of California, Davis, CA 95616. Position open 
until filled, but to guarantee consideration, applications should be received by January 15, 1987; 
position available July 1, 1987. The University of California is an Affirmative Action/Equal 
Opportunity Employer. 


CHAIRPERSON, THE UNIVERSITY OF TOLEDO. The Department of Accounting invites 
nominations and applications for the departmental chairperson. Candidates should possess a 
doctorate, preferably with accounting as a major area of study. Applicants should have established 
credentials sufficient to support a senior level faculty appointment. Salary for the appointment is 
very competitive. The University of Toledo has an enrollment of approximately 20,000 students. 
The campus is located in an excellent neighborhood which enables many of the faculty to walk to 
their offices. The Accounting Department offers an undergraduate degree in accounting, as well as a 
Master of Science in Accounting degree and the MBA. Send vita to: Dr. Larry F. Konrath, 
Chairman, Department of Accounting, The University of Toledo, Toledo, OH 43606, The 
University of Toledo is an Equal Opportunity/Affirmative Action Employer. 


THE UNIVERSITY OF TOLEDO. The Department of Accounting invites applications for posi- 
tions at the assistant or associate levels effective January or September 1987. Candidates should 
possess a doctorate with a specialty in accounting. ABDs will also be considered. Salary for the 
appointment is very competitive. The University of Toledo has an enrollment of approximately 
20,000 students. The campus is located in an excellent neighborhood which enables many of the 
faculty to walk to their offices. The Accounting Department offers an undergraduate degree in 
accounting, as well as a Master of Science in Accounting degree and the MBA. Send vita to: Dr. 
Larry F. Konrath, Chairman, Department of Accounting, The University of Toledo, Toledo, OH 
43606. The University of Toledo is an Equal Opportunity/Affirmative Action Employer. 


THE UNIVERSITY OF PUGET SOUND invites applications for a tenure-track Assistant/ 
Associate Professor of Accounting to begin September 1987. Teach intermediate and advanced 
financial accounting courses; some introductory courses may also be required. Ph.D. or D.B.A.in _ 
Accounting, and commitment to undergraduate teaching, required. Preference will be given to 
applicants with a C.P.A., C.I.A. or C.M.A. certificate, prior college-level teaching experience and 
related work experience. Send vita and names of three references by December 5, 1986 to: 
Accounting Search, University of Puget Sound, P.O. Box 7297, Tacoma, WA 98407. An Equal 
Opportunity, Affirmative Action Educator/Emplover. 


VIRGINIA COMMONWEALTH UNIVERSITY, RICHMOND, VA., invites applications for two 
tenure-track positions: one Associate and one Assistant. Research and teaching in managerial 
accounting, accounting systems, or auditing is required. Applicants must possess a doctoral degree 
in accounting or advanced dissertation stage for assistant professor. Professional certification 
preferred. Undergraduate and graduate accounting programs AACSB accredited. Contact Dr. 
John B. Sperry, Chairman, Department of Accounting, Virginia Commonwealth University, 1015 
Floyd Avenue, Richmond, VA 23284. VCU is an equal opportunity, affirmative action employer. 
Qualified minorities, women, and members of other protected groups are encouraged to apply. 


POSITION WANTED: MBA/CPA, nine years teaching experience, three years varied accounting 
experience, some research, excellent teaching record; seeking tenure-track position. Prefer North- 
east but will consider other locations. Available January 1987 or after. 


#426 NORTHERN KENTUCKY UNIVERSITY seeks applicants for Accounting Faculty at therank of 
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assistant or associate professor; rank and salary dependent upon qualifications. Ph.D. or DBA in 
Accounting required. ABD’s nearing completion of dissertation considered at instructor level. 

Candidates in auditing or systems preferred, although most areas can be accommodated. Northern 
Kentucky University is in the greater Cincinnati metropolitan area and offers the benefits of both 
urban and suburban environments. Deadline for applications is October 20, 1986 or until filled. 
Submit resumé or inquiries to Dr. L. M. Marquis, Chairman, Department of Accounting, College 
of Business, Northern Kentucky University, Highland Heights, Kentucky 41076. An affirmative 
action/equal opportunity employer and actively seeking the candidacy of minorities and women. 


DEPARTMENTAL CHAIR: WRIGHT STATE UNIVERSITY is seeking a Chair for the 
Department of Accountancy starting July 1987. Candidate must have doctorate and be qualified for 
appointment as an Associate/Full Professor. The Chair provides leadership to 12 full-time faculty 
and should have a proven record of excellence in teaching, research, and service. The candidate must 
be willing and able to maintain a strong relationship with the professional community and should 
have a professional certification. The College offers a BS with an Accounting Major and an MBA 
with an Accounting Concentration. Salary is competitive and is dependent on credentials and 
experience. Candidates should send a resumé to Professor Michael J. Cleary, Chair, Accounting 
Chairperson Search Committee, College of Business and Administration, Wright State University, 
Dayton, Ohio 45435. Application deadline is December 1, 1986. 


KENT STATE UNIVERSITY. Tenure-track positions in accounting for Fall 1987. Doctorate in 
accounting (or ABD advanced stages) required. CPA and/or CMA desirable. Rank and salary 
depend on qualifications. Specialties in all areas of accounting considered; special needs are in 
accounting systems and tax. Send resumés and inquiries to Dr. David F. Fetyko, Chairman, Depart- 
ment of Accounting, 434 BSA, Kent State University, Kent, OH 44242. Application deadline is 
November 7, 1986 or until positions are filled. Kent State is an Affirmative Action/Equal Oppor- 
tunity Employer. 


SAN FRANCISCO STATE UNIVERSITY has accounting faculty openings beginning Summer or 
Fall 1987 in our AACSB-accredited undergraduate and master's programs. Salary and rank are 
open, commensurate with academic preparation and professional experience. For the tenure-track 
position, an appropriate doctoral degree or ABD status, professional experience and/or 
certification are required. A faculty member is expected to teach accounting undergraduate and 
graduate courses, to engage in instructional and professional activities, and research; major 
emphasis is teaching effectiveness. San Francisco State is an Equal Opportunity/Affirmative 
Action/Handicapped/Title IX Employer. Send application letter and resuméto Professor James F. 
Schremp, Chair, Department of Accounting and Finance, School of Business, San Francisco State 
University, 1600 Holloway Avenue, San Francisco, California 94132. ons date for applications 
is February 15, 1987. 


RUTGERS—The State University of New Jersey; Camden, NJ. Assistant/Associate Professor 
position expected to be available in accounting. Ph.D., and for Associate Professor, strong publica- 
tion record is essential. Research orientation essential. Teach MBA and undergraduate courses in 
metropolitan Philadelphia area close to beaches and mountains. Salary and rank are dependent on 
qualifications. Send resumé to Dr. Rick Elam, Dean of Faculty of Business Studies, Rutgers 
University, Camden, New Jersey 08102. 


LEWIS AND CLARK COLLEGE seeks visiting professor for 1987/88 academic year. This may 
lead to a permanent position. Will be responsible for managerial and cost accounting courses, and 
other courses in the undergraduate accounting/business curriculum compatible with background 
and interests. Teaching excellence, research, and professional activities are expected of candidates 
for a permanent position. An appropriate doctorate is required. Rank and salary are open and 
commensurate with candidate’s qualifications. Lewis and Clark is a private institution with approx- 
imately 1,500 students. Send vita to: Dr. Phillip Senatra, Department of Business & Administrative 
Studies, Lewis & Clark College, Portland, OR 97219. Closing date January 14, 1987. Affirmative 


- Action/Equal Opportunity Employer. 
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POSITION WANTED: Ph.D. in Accounting. Currently a full professor at a Canadian university. 
Twelve years of full-time teaching experience, ten of which were in U.S. universities. Many publi- 
cations, including several books. Also active in professional organizations. Seeks a full-time, 
tenure-track full professorship beginning September 1987. 


SOUTHWEST MISSOURI STATE UNIVERSITY is seeking highly qualified faculty members in 
accounting. The qualifications required for these positions are demonstrated excellence in teaching 
and an interest in and capacity to do publishable research. Applicants must possess a doctorate or 
equivalent (Ph.D., DBA, LLM/CPA). Compensation is competitive. SMSU enrolls over 3500 
students in undergraduate and graduate business programs. Pleasant suburban location with ready 
access to outstanding outdoor recreation areas. Review of applicants begins October 1, 1986; open 
until filled. Forward vita to Richard Nichols, Accounting Department, Southwest Missouri State 
University, Springfield, MO 65804. 


SOUTHERN ILLINOIS UNIVERSITY AT CARBONDALE. Applications are invited for a junior 
and a senior faculty position in accounting at the assistant or associate level beginning on September 
1, 1987. A Ph.D. or DBA degree is required (ABD will be considered for the assistant professor 
level). The candidate considered for the senior position must havean established record of outstand- 
ing research. The College of Business and Administration is accredited by the AACSB and it has 
over 600 undergraduate and 40 graduate accounting majors. In addition, the College offers an MBA 
degree, an M.Acc. degree, and a DBA degree with an Accounting concentration. Salary will be 
competitive with current market rates dependent upon the candidate's qualifications and experi-. 
ence. Send resumé to Dr. Frederick H. Wu, Chair, Department of Accountancy, Southern Illinois 
University, Carbondale, Illinois 62901. SIU-C is an affirmative action employer. 


FACULTY POSITION—CARNEGIE-MELLON UNIVERSITY is searching for Assistant 
Professors to teach accounting in graduate and undergraduate programs. Individuals should have 
the potential for excellence in research, and training in the disciplines of economics, finance, 
mathematics, and statistics. Applicants should submit a current vita and evidence of research such 
as publications, working papers, or dissertation proposal and chapters to: Professor Stanley 
Baiman, Graduate School of Industrial Administration, Carnegie-Mellon University, Pittsburgh, 
PA 15213, Carnegie-Mellon University is an equal opportunity/affirmative action employer. . 


THE UNIVERSITY OF NORTH DAKOTA invites applications for tenure-track accounting 
faculty appointments in June or August 1987. Candidates must hold terminal degrees in appropriate 
fields, with skills and aptitudes for teaching excellence and scholarly research. Rank appropriate to 
qualifications and experience. Salary coinpetitive, fringe benefits excellent. Send resumé to 


. Professor Ludwik Kulas, Chairman, Department of Accounting and Business Law, College of ` 
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Business and Public Administration, University of North Dakota, Grand Forks, ND 58202. UND is 
an Equal Opportunity, Affirmative Action Employer. : 


THE UNIVERSITY OF CALGARY, Faculty of Management, invites applications for tenure-track 
positions in auditing, financial and managerial accounting commencing Fall 1987 or Winter 1988. 
Candidates should have a Ph.D., or DBA with a major in accounting. ABD's in advanced 
dissertation stage will be considered. Normal teaching load is six hours per term. Computer 
assistance and research support are available. Calgary isa dynamic city with a current population of 
600,000. The city is Canada's “‘oil capital," a major financial center and the site for the 1988 Winter 
Olympic Games. In accordance with Canadian immigration requirements, priority will be given to 
Canadian citizens and permanent residents. Applications should be addressed to Dr. J. R. Brent 
Ritchie, Associate Dean (Research and Development), Faculty of Management, The University of 
Calgary, 2500 University Drive N. W. Calgary, Alberta T2N 1N4. 


MIAMIUNIVERSITY, located in Oxford, Ohio (just outside Cincinnati), invites applications fora 
position at the rank of Assistant Professor effective fall 1987 or spring 1988. Doctorate or disserta- 
tion stage required; professional certification preferred. Teaching is considered most important in 
faculty evaluation; research is considered important. Small class size in a state university with highly 
competitive admissions. Nine-hour teaching load with three preparations during the academic year. 
$6,000 summer research support for the summer following the first year with similar program for 
continuing faculty. IBM PCs in most faculty offices. Applications should be directed to Professor 
Charles G. Carpenter, Chair, Department of Accountancy, Miami University, Oxford, Ohio 45056. 
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THE UNIVERSITY OF WISCONSIN-MILWAUKEE is seeking an Assistant -Professor in 
Accounting for Fall 1987. All areas considered with particular needs in Financial Accounting and 
Auditing. Ph.D. must be completed. Summer teaching and research support opportunities. Salary is 
competitive. Letter of application and resumé to Dr. Paul M. Fischer, School of Business 
Administration, University of Wisconsin-Milwaukee, P.O. Box 742, Milwaukee, WI 53201. An 
Affirmative Action/Equal Opportunity Employer. 


STANFORD UNIVERSITY Graduate School of Business invites applications for position as 
Assistant Professor of Accounting, effective September 1987. Candidate must have or be 
completing Ph.D., and must possess skills in and have an aptitude for scholarly research and 
graduate-level (M.B.A. and Ph.D.) teaching. Stanford University is an Equal Opportunity 
Employer and welcomes applications from qualified minorities and women. Applications should be 
received by December 15, 1986, and should include resumé, thesis proposal or abstract, transcript of 
grades from universities attended, names and addresses of three references, and copies of any 
research papers and publications. Applications must be forwarded in entirety to the Associate Dean 
for Academic Affairs, Graduate School of Business, Stanford University, Stanford, California 
94305. 


CALIFORNIA STATE UNIVERSITY, SACRAMENTO has accounting faculty openings, 
effective January or August 1987, in its accredited AACSB undergraduate and master programs, 
Salary and rank open, commensurate with academic preparation and professional experience. For 
tenure-track positions, applicants must hold an appropriate doctoral degree;. professional 
experience and/or certification are recommended. Primary emphasis is on teaching effectiveness; 
research/scholarly productivity is required. Applicants in final stages of doctoral study may be 
considered for nontenure-track positions that may be converted to tenure-track if the doctorate 
degree is completed during the term of appointment. Visiting appointments with doctoral degrées or 
with major preparation and professional accomplishments (one-year temporary employment) may 
be available as needed, Send application letter and resumé to Chair, Department of Accountancy, 
School of Business and Public Administration, California State University, 6000 J Street, 
Sacramento, CA 95819-2694. Closing dates for applications are November 1, 1986 for J anuary 1987 
appointments, and March 1, 1987 for August 1987 appointments. CSU, Sacramento is an Equal 
Opportunity/Affirmative Action/Handicapped/Title IX/Vietnam Era Veteran Employer. 


THE UNIVERSITY OF COLORADO AT DENVER seeks applications for faculty positions at the 
advanced Assistant, Associate, and Full Professor levels. Qualifications include a doctoral degree 
and commitment to excellence in research and teaching. The College of Business on the Denver 
Campus has recently become an independent unit and has grown from a faculty of 10 in 1980 to over 
40 research-oriented faculty members in the current year. Salary and research support are competi- 
tive. Recruiting begins immediately and continues until the positions are filled. Contact Professor 
Dennis Murray, University of Colorado at Denver, College of Business, 1475 Lawrence Street, | 
Denver, CO 80202. The University is an Equal Opportunity, Affirmative Action Employer. 


PURDUE UNIVERSITY. Applicants are invited for positions in accounting at both the junior and 
senior levels for appointments beginning in August 1987 or January 1988. A Ph.D. or D.B.A. degree 
is required. Candidates for appointment as assistant professor : must exhibit capacity for quality 
research and teaching. Candidates for appointment as associate or full professor must have a record 
demonstrating excellence in research and teaching. Resumés should be sent, before March 15, 1987, 
to Professor William Kross, School of Management, Purdue University, West Lafayette, Indiana 
47907. Telephone 317-494-4469. Purdue University is an Affirmative Action, Equal Opportunity 
Employer. 


THE UNIVERSITY OF RICHMOND has a tenure-track position in accounting for the 1987-88 
school year. Rank and salary are open depending on qualifications. Candidates should havea Ph.D. 
or DBA in Accounting and a primary interest in the cost/managerial area. The teaching load is 9-12 
hours with two preparations. Release time is available for research. Class sizes average 20-30. The 
University places strong emphasis on excellence in teaching but also expects and supports a modest 
research output. In addition, faculty are encouraged to become involved in the business community. 
The University of Richmond is located on a beautiful residential campus at the edge of Richmond, 
Virginia. It has a $200 million endowment, placing it among the top 50 endowments in the country. 
The University of Richmond is an equal opportunity/affirmative action employer. Contact: Francis 
A. Bird, Chair, Accounting Department, E. Claiborne Robins School of Business, University of 
Richmond, VA 23173. 
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GEORGIA COLLEGE invites applications for a visiting professor or full-time tenure-track 
position. Candidates should have a doctorate in accounting (ABD will be considered). Teaching 


responsibilities include undergraduate and MBA accounting courses. Salary and rank 


commensurate with qualifications and experience. Georgia College with approximately 4,000 
students is 30 miles northeast of Macon and 95 miles southeast of Atlanta. The College is an equal 
opportunity, affirmative action employer. Send letter of application, resumé, official transcripts, 
and the names, addresses, and telephone numbers of three references to: Mr. Don Rouk, Chairman, 
Accounting Search Committee, School of Business, CPO 015, Milledgeville, GA 31061. 


HENRY RUTGERS RESEARCH FELLOWSHIPS. Rutgers, The State University of New Jersey, 
Department of Accounting in Newark, invites applications or nominations for receipt of a Henry 
Rutgers Research Fellowship. The Fellowships are awarded to outstanding junior faculty who show 
real promise as world-wide scholars in the area of accounting, taxation, or law. Candidates must 
have completed doctoral studies at an accredited research-oriented institution and present evidence 
of research and scholarly activity and publication in leading journals. In addition to a field of 
specialization, candidates should have supporting competency in information systems and 
computers, the behavioral sciences, and quantitative methods. The successful candidate will receive 
two-year teaching appointments with reduced teaching loads, at the rank of Assistant Professor, a 
substantial initial stipend to support research activities, a personal computer, liberal travel support, 
a teaching/research assistant, summer support, and a generous salary and benefit package. It is 
expected that successful candidates will seek to negotiate permanent affiliation with the University 
at the end of the initial two-year appointment. Applications, nominations, or inquiries should be 


. addressed to Dr. David J. Zaumeyer, CPA, Chairman, Department of Accounting, 214 Bradley 


Hall, Newark, NJ 07102. Rutgers is an Equal Opportunity/Affirmative Action Employer. 


. TENURE-TRACK POSITIONS IN ACCOUNTING. Rutgers, The State University of New Jersey, 


Department of Accounting in Newark invites applications for tenure-track positions in the follow- 
ing areas: Financial Accounting, Managerial Accounting, Governmental/Social Accounting. These 
positions carry appointments at the Assistant or Associate Professor levels, a reduced teaching load, 
and modest advisement and other departmental responsibilities. We are particularly interested in 
applicants who are committed to careers in teaching and can demonstrate ability in (or potential for) 
outstanding research and publication. The Department has adequate resources to support such 
interests and activities. Applicants should have an earned doctorate in an appropriate field of study 
(ABD status may be acceptable), experience in teaching and accounting practice, and a professional 
certificate or license. Salary and benefits are competitive; travel support, research assistants, and 
compensated annual leaves available. Interested candidates should submit full curriculum vitae to 
Dr. David J. Zaumeyer, CPA, Chairman, Department of Accounting, 214 Bradley Hall, Newark, 
NJ 07102. Rutgers is an Equal Opportunity/Affirmative Action Employer. 


WESTERN ILLINOIS UNIVERSITY seeks candidates with Ph.D./D.B.A. for two tenure-track 
positions, available August 1987. Most specializations may be accommodated; preferences in 
Auditing and Systems. Professional certification desirable. Candidates must be committed to 
teaching excellence and quality research, Rank and salary dependent upon qualifications. Western 
Illinois University's College of Business is AACSB-accredited at the undergraduate and graduate . 
level. WIU is an Affirmative Action/Equal Opportunity Employer. Send resumé to Professor 
Penelope J, Yunker, Chair, Department of Accountancy, Western Illinois University, Macomb, IL 
61455. l 


THE UNIVERSITY OF ILLINOIS AT URBANA-CHAMPAIGN invites applications and 
nominations for Head of the Department of Accountancy. The department consists of 32 faculty 
and has strong professional support. Preferably, applicants should have an earned doctorate and a 
demonstrated record of quality instruction, publication, and professional activities. Experience in 
administration is also desirable. Salary open. Search open until October 31 or position filled. August 
1987 starting date. Send inquiries and vita to: Professor James Gentry, Chair, Accountancy Head 
Search Committee, 330 Commerce West, 1206 S. Sixth Street, Champaign, Illinois 61820; (217) 
333-0120. Attn.: Jan Kane. An affirmative action, equal opportunity employer. 
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UNIVERSITY OF MARYLAND (COLLEGE PARK) invites applications for facuilty positions in 
Accounting. The minimum qualification for Assistant Professor is a Ph.D. degree. A candidate for 
Associate or Full Professor should have a distinguished publication record and a record of quality 
teaching. Interested candidates should send resumés to Professor Martin Loeb, College of Business 
and Management, University of Maryland, College Park, MD 20742. The University of Maryland is 
anequal opportunity/affirmative action employer. Women and minorities are encouraged to apply. 


WESTERN WASHINGTON UNIVERSITY invites applications for a tenure-track position in 
Accounting beginning Fall of 1987. Candidates with a Ph.D. or DBA in Accounting preferred, ABD 
considered. A professional certification is desired. Duties include teaching undergraduate and MBA 
courses, university service, and scholarly research. Western is a university of 10,000 students, 
located in beautiful Puget Sound between Seattle and Vancouver, B.C. Please send letter of interest 
and vita to Professor Ronald N. Savey, Chairman, Accounting Department, Western Washington 
University, Bellingham, Washington 98225. Deadline for applications.is December 31, 1986. 
Western Washington University is committed to enhancing the diversity of the faculty; women and 
See are encouraged to apply. Western is an Affirmative Action/Equal Opportunity 
mployer. 


POSITION WANTED: Assistant Professorship in Accounting—or joint appointment between 
Accounting and Finance—at University with a strong commitment to support analytical research. 
Doctorate Completed (1986): Stanford GSB. Training in Decision Sciences, Finance, and 
Accounting. Employment Experience: Management Information Systems at Bell Telephone 
Laboratories. Teaching experience and two publications in Finance. Research Interests: Optimal 
governmental Taxation and Debt policies; Principal-Agent problems; Information Economics of 
Capital Markets; Auditing theory. Teaching Interests; Taxation; Managerial Accounting; Auditing 
theory; all areas of Finance. Contact: Ed Robbins, Department of Finance, University of Arizona, 
Tucson, AZ 85721. (602) 621-7490. 


SAN JOSE STATE UNIVERSITY is seeking candidates for faculty positions leading to tenure, or 
for temporary positions as Visiting Professors or full-time lecturers. Preferably, candidates for 
appointment at therank of Associate Professor should possess a doctorate and CPA, but applicants 
who arein the advanced dissertation stage will be considered. Candidates for Professor must possess 
a doctorate, a demonstrated record of teaching excellence, and a strong record of publications 
and/or professional involvement. The areas of greatest need are accounting information systems 
and taxation, We are an equal opportunity/affirmative action employer and encourage applications 
from women and members of minority groups. Applications should include a curriculum vita, 
names and addresses of three references, transcript of grades from universities attended, and copies 
of any research papers and/or publications. Applications should be addressed to Dr. Joseph E. 
Mori, Professor and Department Chair, Department of Accounting and Finance, School of 
Business, San Jose State University, San Jose, CA 95192-0066. 


THE UNIVERSITY OF IOWA is seeking applicants to fill permanent or visiting Assistant, 
Associate and/or Full Professor positions beginning Fall 1987. Principal qualifications are: (1) 
terminal degree (Ph.D. or D.B.A.) (Assistant Professor may be A.B.D.); (2) genuine interest in 
accounting research and in working closely with undergraduate and graduate students; (3) Senior 
Professors must have established record of quality teaching and research with demonstrated 
competence in directing doctoral theses; (4) all candidates must have long-term interest in teaching. 
Screening will begin on receipt of a resumé sent to: John H. Smith, Department of Accounting, 
College of Business Administration, University of Iowa, Iowa City, Iowa 52242. This 
announcement will remain open until all positions are filled. The University of Iowa is an equal 
opportunity, affirmative action employer. 


POSITION WANTED. Mature scholar/teacher, Ph.D./CPA, presently tenured Full with specialty 
in computer auditing and artificial intelligence. Seeks visiting position for Summer or Fall. 
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LOUISIANA STATE UNIVERSITY, Department of Accounting, anticipates faculty openings for 
the Fall of 1987. Available openings are at the assistant, associate, and full ranks. Assistant 
candidates should have a doctorate or be near completion of their doctoral program. Applicants at 
the upper ranks must have a commensurate research and professional service record. Faculty are 
generally expected to teach six to nine hours per semester and be actively involved in research and 
professional service. The University js an Equal Opportunity, Affirmative Action Employer. Please 
send resumés and references to: Dr. Vincent C. Brenner, Chairman, Department of Accounting, 
College of Business Administration, Louisiana State University, Baton Rouge, LÀ 70803. 


BABSON COLLEGE invites applications for anticipated tenure-track accounting faculty positions 
at the assistant and associate professor levels to teach undergraduate/graduate courses in financial/ 
managerial accounting. Doctorate is required, ABDs in final stages considered. Professional 
certification desirable. Babson places priority on excellence in teaching, and encourages and 
supports applied research. Qualified candidates should mail resumés to Professor John Leslie 
Livingstone, Chairperson—Division of Accounting, Babson College, Wellesley, MA 02157. 
Babson is an equal opportunity/affirmative action employer. Qualified women and minorities are 
encouraged to apply. 


ACCOUNTING: Full-time, tenure-track position starting September 1987. Teach undergraduate 
and MBA courses, especially in the managerial, cost, and controllership areas. Master’s and profes- 
sional accounting certification required, doctorate in accounting preferred. Prior business 
experience essential. We seek candidates who are comfortable with and can contribute to the mission 
of a Catholic liberal arts college which is dedicated to the total development of the individual 
student. We emphasize quality teaching, strong teacher/student relationships, and research and/or 
consulting. Send resumé to Frank Coglitore, College of St. Thomas, Box 6010, 2115 Summit 
Avenue, St. Paul, Minnesota 55105. 


ILLINOIS INSTITUTE OF TECHNOLOGY. The School of Business Administration invites 
applications for a faculty position at the Assistant Professor or Associate Professor level in the area 
of Accounting. A doctoral degree in business or management with a major in accounting is required: 
An emphasis on managerial accounting with an interest in computer-based systems manufacturing 
and service organizations is preferred. Summer teaching is available. Full-time faculty is expected to 
develop a research area and publish. Position available August 1987. Send resumé to Dr. M. Zia 
Hassan, Associate Dean of the School of Business Administration, Illinois Institute of Technology, 
Chicago, Illinois 60616. IIT is an affirmative action, equal opportunity employer. 


FLORIDA ATLANTIC UNIVERSITY, School of Accounting, seeks applicants for tenure-track 
(assistant or associate) faculty starting Spring or Fall 1987. Anticipated needs are in the areas of 
financial, cost, and not-for-profit accounting. A Ph.D., D.B.A., or ABD in accounting is 
necessary, and teaching excellence, research, and professional activity are expected. The College of 
Business and Public Administration is AACSB-accredited. FAU is an Equal Opportunity/Affirma- 
tive Action Employer and applications from minorities and women are encouraged. Please send vita 
ud Ge Carl Dennler, Jr., Director, School of Accounting, Florida Atlantic ere Boca Raton, 
a 33431. 


THE UNIVERSITY OF MINNESOTA'S DEPARTMENT OF ACCOUNTING invites appli- 
cations for the position of Assistant Professor of Accounting (other ranks subject to qualifications 
and department needs). Applicants should possess a Ph.D. or should expect to obtain a Ph.D. 
before beginning employment. Responsibilities include conducting research, advising Ph.D. 
students, and teaching. A visiting position will be considered. Two applicant pools will be formed. 
Applications should be received prior to October 30, 1986. or February 15, 1987 for permanent 
positions; and December 30, 1986 or May 15, 1987 for visiting positions. The University of 
Minnesota is an equal opportunity educator and employer and specifically invites and encourages 
applications from women and minorities. David A. Dittman, Professor and Chairman, Department 
Vir University of Minnesota, 271 19th Avenue South, Minneapolis, MN 55455. (612) 
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GONZAGA UNIVERSITY, Spokane, Washington, seeks applicants for twd tenure-track 
accounting faculty positions—financial/public accounting and tax. Candidates should hold a 
doctorate in accounting or ABD nearing completion. Professional certification and related work 
experience are pluses. The School of Business Administration desires well-balanced performance by 
its faculty, including teaching excellence, publications, and service. Gonzaga is a Jesuit university 
with an enrollment of 3,500. Enrollment in the School of Business is approximately 550 undergradu- 
ate and 100 MBA students. Spokane is an all-American city of 300,000 within an hour’s drive of 70 
lakes, 3 ski resorts, and several national parks. Apply to: Dr. Larry Lewis, Chairman, Department 
of Accounting, School of Business Administration, Gonzaga University, Spokane, WA 99258. 


CHAIRPERSON, GEORGE MASON UNIVERSITY. The Department of Accounting and 
Business Legal Studies invites nominations and applications for the departmental chairperson 
effective September 1, 1987. Candidates should possess a doctorate, preferably with accounting a 
major area of study. Applicants should have established credentials sufficient to support a senior 
level faculty appointment with tenure. Salary for the appointment is very competitive. George 
Mason University, the State University of Northern Virginia, is located approximately 20 miles west 
of Washington, DC. The University is a dynamic, growing institution with 17,000 students. The 
School of Business Administration has over 3,400 students of which over 400 are accounting majors. 
Graduate offerings include an MBA program and an M.S. in Accounting program. The Search 
Committee will begin considering candidates after December 1, 1986. Inquiries, nominations, or 
applications should be sent to: Accounting/Business Legal Studies Chair Search Committee, School 
of Business Administration, George Mason University, 4400 University Drive, Fairfax, VA 22030. 
George Mason University is an Affirmative Action/Equal Opportunity Employer. l 


NORTHEAST LOUISIANA UNIVERSITY is seeking qualified faculty members in accounting at 
all ranks. Candidates should hold the doctorate and necessary dedication to excellence in teaching, 
research, and professional activities. Publications are required for upper ranks; salary is very 
competitive and negotiable. BBA and MBA degrees are accredited by the AACSB. The University of 
11,500 students is located in a metropolitan center of over 100,000 people. The Department of 
Accounting enrolls over 600 majors and enjoys an outstanding academic and professional 
reputation. Please send resuméto Professor James T. Hood, Department of Accounting, Northeast 
Louisiana University, Monroe, LA 71209-0110. Northeast Louisiana University is an Equal 
Opportunity, Affirmative Action Employer. 


CALIFORNIA STATE UNIVERSITY, CHICO Department of Accounting and Management 
Information Systems within the College of Business has a faculty vacancy for a tenure-track position 
in the areas of auditing, taxation, and management information systems, Candidates must have a 
Ph.D. or D.B.A. Teaching performance, scholarly productivity, and university service record are 
essential attributes for appointments at advanced rank. The Department offers graduate and under- 
graduate accounting degrees and a program in Management Information Systems. The M.B.A. and 
Business baccalaureate programs are AACSB-accredited. CSU, Chico is located in northern 
California, with outstanding summer and winter recreation available. Housing costs in Chico 
approximate midwestern metropolitan levels. Send resumé to Dr. Steve Adams, Professor and 
Chair, Department of Accounting and Management Information Systems, California State Univer- 
sity, Chico, CA.95929-0011.. Application deadline is December 1, 1986. CSU-C is an Affirmative 


Action/Equal Opportunity Employer. 


NORTHERN ILLINOIS UNIVERSITY is looking for faculty starting August 1987. Due to 
possible expansion, anticipated and possible tenure-track positions are at the Full, Associate, or 
Assistant level in auditing, systems, financial, managerial, and taxation. Terminal degree required, 
but ABDs will beconsidered at the Assistant level. CPA or other certification desirable. NIU faculty 
are committed to excellent teaching and professional involvement. Modest research requirements 
exist. Interested applicants should send resumé to John H. Engstrom, Chair, Department of 
Accountancy, Northern Illinois University, DeKalb, IL 60115, by November 15, 1986. Northern 
Illinois University is an Equal Opportunity, Affirmative Action Employer. 


CLARK UNIVERSITY, Graduate School of Management, invites applications for tenure-track 
faculty position in Accounting, starting September 1987. Ph.D./D.B.A. preferred; A.B.D. or 
M.B.A./CPA considered. Rank, salary, and benefits are competitive and dependent upon qualifi- 
cations. Teaching load is 5 sections per year. Publication and professional activities are expected. 
Clark is a small, quality, private university in Worcester, New England's second largest city (42 miles 
west of Boston). Application deadline is March 15, 1987. Contact Dr. Richard J. Bartkowski, 
Assistant Professor of Accounting, Graduate School of Management, Clark University, 950 Main 
Street, Worcester, MA 01610. Clark University is an Equal Opportunity, Affirmative Action 
Employer. 


THE UNIVERSITY OF MICHIGAN-DEARBORN, School of Management, invites applications 


- for anticipated vacancies in accounting. Rank open. Ph.D./D.B.A. with CPA/CMA preferred; 


#470 


#471 


#472 


#473 


ABDs considered. Position available September 1987. Application closing date November 3, 1986. 
Send application letter, resumé, three references and graduate transcript to Dean Robert L. Minter, 
School of Management, The University of Michigan-Dearborn, Dearborn, MI 48125-1491. The 
University of Michigan-Dearborn is an equal opportunity educator and employer and specifi cally 
invites and encourages applications from women and minorities. 


ACCOUNTING POSITION—THE UNIVERSITY OF AKRON. Faculty vacancy at the assistant/ 
associate level, beginning September 1987. Earned doctorate (Ph.D. or DBA) and CPA, CMA or 
CIA preferred. ABDs also invited to apply. Candidates should be dedicated to teaching excellence 
and have an interest in both research and professional activities. The Department of Accounting 
offers the BS, MBA, and MS degrees in Accounting, as well as a Master in Taxation. Undergraduate 
and graduate programs in business are AACSB-accredited. Consideration will be given to all vitas 
received by November 15, 1986. Please mail to: Dr. Richard S. Roberts, Head, Department of 
Accounting, College of Business Administration, The University of Akron, Akron, OH 44325. The 
University of Akron is an Equal Education and Employment Institution. 


SIGMUND WEIS SCHOOL OF BUSINESS, SUSQUEHANNA UNIVERSITY, invites applica- 
tions for assistant or associate professor of accounting. Earned doctorate preferred, ABD nearing 
dissertation completion considered. Successful candidate will teach intermediate, advanced/fund, 
or auditing course, plus principles/cost. He or she will be able to balance effective teaching with 
skillful advising of undergraduates and continuing scholarly research and publication. Competitive 
salary, TIAA/CREF and other benefits including IBM/PC. Appointment begins no later than 
August 25, 1987. Apply to: Dr. Edward Schwan, Head, Department of Accounting, Susquehanna 
University, Selinsgrove, Pennsylvania 17870. Susquehanna University is an affirmative action, 
equal opportunity employer. 


TAXATION, THE UNIVERSITY OF TULSA. The School of Accounting invites applications for 
a position in taxation effective September 1987 at the rank of Assistant or Associate Professor. 
Candidates should have an accounting doctorate with taxation as a major field; CPA is desirable. 
The University of Tulsa is a well-endowed, private university with 5,000 students. Business 


programs are accredited by the AACSB. The School has ten faculty members, 300 undergraduate 


majors, and offers M.S. degrees in Accounting and Taxation. Send vita to: Hans Johnson, Director, 
School of Accounting, The University of Tulsa, Tulsa, OK 74104. An equal opportunity, 
affirmative action employer. 


DBA (Accounting), CPA (non-practice) seeks position with AACSB-accredited university in 
southwestern U.S. Seventeen years teaching experience, most recently in accounting systems, 
international, and intermediate. Extensive work with microcomputers. Available Fall 1987. 


FACULTY POSITIONS IN ACCOUNTING—California State University, Fullerton is seeking 


‘accounting faculty to teach in its undergraduate and master’s programs. Specific needs include 


auditing, systems, financial/international, tax, and financial accounting. Tenure-track applicants 
should have appropriate doctorate or ABD status and research potential. Lecturers require an 
appropriate doctorate or master’s degree and CMA, CPA, or CIA. Rank and salary commensurate 
with qualifications. Inquiries and resumé should be sent to Dr. Trini U. Melcher, Chair, Department 
of Accounting, School of Business Administration and Economics, California State University, 
Fullerton, Fullerton, California 92634. Applications accepted until positions are filled. An equal 
opportunity, affirmative action employer. 
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POSITION WANTED—MBA, CPA, CMA, Ph.D. (Physics) seeks Fall 1987 tenuré-track position 
in a strong institution which emphasizes and rewards good teaching. Experience includes teaching 
(currently associate professor) and academic administration. Teaching experience includes most 
financial and managerial areas. 


OKLAHOMA STATE UNIVERSITY seeks applicants for the position of Head of the School of 
Accounting. The rank of the Head is Professor. The salary is competitive and negotiable depending 
upon the qualifications of the person selected. Applicants should have an earned doctorate, possess 
efficient administrative skills, be an effective teacher, and provide evidence of scholarly research 
achievements in research and publication. Applicants should be effective in communicating with 
professional groups and in obtaining outside support. The appointment date is Fall 1987. For full 
consideration, applications should be received by November 15, 1986. Send resuméto Dr. Lawrence 
H. Hammer, Search Committee Chairman, College of Business Administration, Oklahoma State 
University, Stillwater, OK 74078. An equal opportunity, affirmative action employer. 


CHAIRPERSON. TENNESSEE TECHNOLOGICAL UNIVERSITY seeks a senior scholar for 
Chairperson of the Department of Accounting and Finance, a unit of the College of Business 
Administration. The Department, a multi-disciplinary group of fifteen faculty, serves 700 under- 
graduate majors and offers a full range of accounting and finance courses, and basic law courses at 
the B.S. and M.B.A. levels. All programs in the College, including the accounting major, are 
AACSB-accredited. The Chairperson provides academic leadership and fosters departmental 
collaboration with other units of the College and University, the accounting profession, and the 
business community. The position requires strong leadership qualities and good interpersonal skills. 
Administrative experience not required, but highly desirable. Candidates must have doctorate and 
record of scholarly achievement commensurate with at least the rank of Associate Professor. Rank 
depends on qualifications, and salary is competitive, Anticipated starting date Fall 1987, but earlier 
date desirable. Send resumé to Dean Fred E. Williams, College of Business Administration, Box 
5025, Tennessee Tech, Cookeville, TN 38505. Applications accepted until position is filled. TTU is 
an Affirmative Action/Equal Opportunity Employer. 


TENNESSEE TECHNOLOGICAL UNIVERSITY invites applications for a tenure-track position 
beginning Fall 1987. All levels invited to apply. Doctorate and appropriate level of scholarly 
achievement required for senior level, but promising ABDs considered at entry level. Professional 
certification a plus. Salary competitive with AACSB-accredited public universities. Position open 
until filled. Contact: Dr. Don R. Cook, Interim Chairperson, Department of Accounting and 
Finance, College of Business Administration, P.O. Box 5024, Tennessee Tech University, Cooke- 
ville, TN 38505. TTU is an Affirmative Action/Equal Opportunity Employer. 


THE AMERICAN UNIVERSITY IN CAIRO invites applications for an opening for an Assistant, 
Associate or Full Professor of Accounting to teach accounting courses in the undergraduate 
business administration and/or graduate management programs. Ph.D. and teaching experience 
required. English is the language of instruction. Two-year appointment begins September 1987; 
renewal possible. Rank and salary according to scale based on qualifications and experience. For 
expatriates, housing, air travel, and partial school tuition for dependents included. Write, with 
curriculum vitae, to: Dean of the Faculty, The American University in Cairo, 866 United Nations 


Plaza, New York, NY 10017, preferably before December 1, 1986. 


CALIFORNIA STATE UNIVERSITY, STANISLAUS seeks faculty in Accounting. Rank and 
salary open, depending on qualifications. Undergraduate and graduate programs. Teaching 
excellence, scholarship, and professional activity required. Require relevant doctorate earned or 
very close to completion. Prefer proven record of teaching excellence. CPA preferred. Strength in 
Auditing desired for one position. Modern facilities, rural setting, low-cost housing. 4-1-4 calendar 
eliminates disadvantages of traditional semester and quarter systems. Two-hour drive to San 
Francisco or High Sierra. Cal State Stanislaus is an Affirmative Action/Equal Opportunity/Title 
IX/Section 504 Employer. Applications and inquiries should be directed to: Dr. Robert Van 
Regenmorter, Chair; Accounting Faculty Search Committee; Department of Accounting; School of 
Business Administration; California State University, Stanislaus; Turlock, CA 95380; Telephone 
(209) 667-3671. 


#480 POSITION WANTED: Ph.D., CPA seeks senior faculty position in Cost/Managerial or Financial 


Accounting. Fourteen years teaching experience at graduate and undergraduate levels. Excellent 
teaching, research and service records. 


TEXAS CHRISTIAN UNIVERSITY is seeking to fill several accounting positions at all professo- 
rial levels and at the Instructor level. Visiting appointments can be considered. The professorial 
positions require a Ph.D. degree, with the senior level requiring a substantial record of academic 
research. Instructors must hold a Masters degree. TCU is a well-endowed, private university of 
approximately 7,000 students. Applications will be accepted until the positions are filled. They 
should be sent to: Donald R. Nichols, Chairman, M. J. Neeley School of Business, Texas Christian 
University, Fort Worth, Texas 76129. TCU is an Equal Opportunity/Affirmative Action Employer. 


ENDOWED CHAIR—THE DEPARTMENT OF ACCOUNTING AT TEXAS CHRISTIAN 
UNIVERSITY is seeking to fill the Robert and Maria Lowdon Chair. Candidates should have a 
distinguished record of scholarly research and high quality teaching. A visiting appointment can be 
considered. TCU is a well-endowed, private university of approximately 7,000 students. Salary, 
fringe benefits, and teaching loads are competitive. Research support is excellent. Applications will 
be accepted until the position is filled. They should be sent to: Donald R. Nichols, M. J. Neeley 
School of Business, Texas Christian University, Fort Worth, Texas 76129. TCU is an Equal 


. Opportunity/Affirmative Action Employer. 


PROFESSOR OR ASSOCIATE PROFESSOR OF ACCOUNTING, California State University, 
Fresno (midway between San Francisco and Los Angeles, in the San Joaquin Valley). Applications 
for 1987-88 are being accepted from candidates who can demonstrate teaching effectiveness and 
research capabilities in accounting. Applicants with the doctorate, professional certification (CPA, 
CMA, or CIA), and business experience are preferred. Candidates should have an interest in 
teaching in the graduate and undergraduate programs (both programs are accredited by the 
AACSB). Support for research and opportunities for consulting are available. California State 
University, Fresno is an Equal Opportunity/Affirmative Action Employer. Interested candidates 
are invited to submit their curriculum vitae to Dr. Elwyn L. Christensen, Chairman, Department of 
Accountancy, California State University, Fresno, CA 93740-0008. 


YALE UNIVERSITY SCHOOL OF MANAGEMENT. The Yale School of Organization and 
Management is seeking to appoint assistant or non-tenured associate professors in the field of 
accounting. We are looking for outstanding scholar/teachers who have an interest in at least one 
discipline other than accounting. Ph.D. or equivalent in accounting, operations research, finance, 
economics, law, behavioral science, or politics is required. Rank and salary depend on qualifica- 
tions. Applications are desired by December 15, 1986. Please send resumé, references, and an 
example of scholarly work to: Dean Burton G. Malkiel, Faculty Recruiting, Yale School of 
Management, Box 1À, New Haven, CT 06520. Yale is an equal opportunity, affirmative action 
employer. 


Ph.D., C.P.A., C.M.A., age 39, desires long-term position at a university where quality teaching is 
emphasized and where professional activities (including research) are encouraged and supported. 
No particular geographical preference, but university should offer graduate programs in elementary 
and special education (for spouse). Acceptance would also depend upon availability of teaching 
position in public school system (for spouse). Available after May 31, 1987 and definitely would 
consider chairmanship. 


THE UNIVERSITY OF TEXAS AT EL PASO is seeking qualified applicants at any rank for 
anticipated tenure-track positions in the accounting department. Candidates for an Assistant 
Professor position should possess a doctorate and hold the CPA or CMA certificate. Candidates for 
advanced rank should also have a record of research and publication. Professional experience is 
desirable. Send vita to Dr. Richard G. Schroeder, Chairman, Department of Accounting, 
University of Texas at El Paso, College of Business Administration, El Paso, Texas 79968-0542. 
Closing date for receipt of vitas is November 30, 1986 or until positions are filled. The University of 
Texas at El Paso is an Equal Employment Institution and an Affirmative Action Employer. 


#487 THE UNIVERSITY OF VERMONT School of Business Administration invites applications for 
two tenure-track positions in Accounting at the Assistant/Associate Professor levels beginning 
September 1987. Candidates should possess doctorate in accounting or be nearing completion of 
degree. Professional certification desirable but not required. Salary competitive; excellent fringe 
benefit package. The School's undergraduate business and MBA programs are AACSB accredited. 
Apply to: D. Jacque Grinnell, Interim Dean, School of Business Administration, Mansfield House, 
The University of Vermont, Burlington, Vermont 05405. Telephone (802) 656-3177. The University 
is an Equal Opportunity, Affirmative Action Employer. Women and "UM candidates are 
encouraged to apply. 


An Index to the 
-~ ACCOUNTING REVIEW 


1926-1978 


Quarterly Journal of te. 
AMERICAN ACCOUNTING ASSOCIATION 
and 
| Papers and Proceedings of the 
American Association of University Instructors of Accounting 
1917-1925 


PREPARED BY GARY JOHN PREVITS AND BRUCE COMMITTE 


' This new work succeeds the first cumulative Index to the Review, published 
in 1951, and two supplements which have been out of print for some time. 
The present volume will improve access to articles and book reviews ap- 
pearing in THE ACCOUNTING REVIEW and its predecessor publications. Over 
2,000 authors, 4,000 articles, and 3,200 book reviews are cited. 


Professors Previts and Committe “have succeeded in 
putting together an indispensable reference work for 
anyone who has an interest in the accounting literature.” 


From the Preface by 
Stephen A. Zeff, Editor, 
. THE ACCOUNTING REVIEW 


ISBN 0-86539-037-1 
Published by 
The American Accounting Association 


5717 Bessie Drive 
Sarasota, FL 33583 


Members $10.00 Non-Members $20.00 
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Announcing the Seventh Edition of 





ACCOUNTING: d 
THE BASIS FOR BUSINESS DECISIONS / 


In every edition, 
Meigs-Meigs 
has been 
aleader— 
the book that 
zooms out 
ahead of the pack. e 
With pioneering innovations, 


each edition has become the new 







e 





paradigm 


for principles of accounting texts. 








Here's how the Seventh Edition is breaking away === 
BEES 


GOOD, BASIC EQUIPMENT 


p 3times as many illustrative cases as 
in the sixth edition—now called “Cases- 
in-Point." 

I More cases for students to analyze. 
called "Business Decision Cases" 
—now 2 cases per chapter. 


MUSCLE 


I A solid teaching textbook backed by 
the strongest supplemental package on 
the market, including powerful computer- 
based learning and teaching aids. 

W* 200 new exercises and problems 
replacing and expanding problem material 
of the sixth edition. | 

“2 new appendices: “international 
Accounting and Foreign Currency 
Translation;" and "Financial Statements of 


a Publicly Owned Company: A Case Study." 


. COORDINATION 





- WM Coverage of computer-based 


accounting systems a/ong with the 
accounting cycle coverage. 

All exercises, problems, cases, exam 
materials and solutions, and the Study 
Guide and Instructor's Guide, are written 
by the authors of the text. 


ENDURANCE, POSITION, 
AND EXPERIENCE 


Meigs-Meigs has a proven track record— 
six successful editions, studied by nearly 
two million students, the most widely used 
introductory accounting text in four-year 
schools. Walter and Robert Meigs are the 
most experienced team of textbook 
authors in accounting education today. 
They have authored or coauthored over 
25 successful editions of accounting texts. 
This represents their best effort yet: 


The Seventh Edition of 


ACCOUNTING: THE BASIS FOR BUSINESS DECISIONS 


Walter B. Meigs, University of Southern California 


Robert F. Meigs, San Diego State University 
1987, 1152 pages (tent.) (0-07-041640-0) 
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McGRAW-HILL BOOK COMPANY/COLLEGE DIVISION 
1221 Avenue of the Americas, N.Y. N.Y. 10020 


Changing Organizational Culture 


Strategy, Structure, and Professionalism 
in the U.S. General Accounting Office 
& Wallace Earl Walker 
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Walker develops a theory to explain how 
organizational and professional behavior 
changes over time and then applies that theory 
to the U.S. General Accounting Office. The 
author's examination of this government office, 
based on more than two hundred interviews 
T with GAO auditors and government officials, 
Ill focuses on the role of the comptroller general 
and his corps of professionals. 


224 pages. $19.95 
Tun EE 


9 Press 
Knoxville 37996-0325 



















ACCOUNTING FACULTY POSITION 


The University of Akron invites applications for the position of Instructor or Assistant Professor of Business 
Management Technology in the Community and Technical College. 


The Community and Technical College, with an enrollment of 4,600 students, is part of a total University 
enrollment of 26,000 students. This position provides an exceptional opportunity to teach undergraduate 
accounting and business courses in a two-year college as an integral part of a major university. This tenure- 
track position is effective September 1, 1987. 


Responsibilities: Teach 12 semester credit hours each semester, primarily in basic and advanced accounting 
subjects. Position may involve both day and evening classes. 


Qualifications: 

... Masters degree required, CPA preferred. 

. .. Professional experience and/or post-secondary teaching experience preferred. 

... Exemplary teaching skills and a strong commitment to high academic and professional standards. 


Salary: Academic rank and salary dependent upon qualifications. 


Deadline for applications: November 1, 1986. Send letter of application and resumé to Mr. Jack D. Huggins, 
Business Technology Division, The University of Akron, Akron, OH 44325. 


Women and minorities are encouraged to apply. 


‘The. 
of qpivessity 


The University of Akron is an Equal Education and Employment Institution 


COMPUTERIZED LEARNING AIDS FROM DAME PUBLICATIONS, INC. 


Avallable 
Now 


Management 
Accounting 
Computer 
Casework: 
Cash Flow 

` end Product 
Profitability 
Analysis 


William L. Ferrara, The Pennsylvania State University 
Darryl L. Craig, The University of Wisconsin-—Milwaukee 

Takes six short case studies which embodied the essense bf cash flow and product 
profitability analysis and extend them into a variety of conceptual and practical 
applications. The cases require IBM PC compatible hardware with 256K of RAM 
and Lotus 1-2-31M software. 

In depth, perusal of the “issues and questions" relative to each case will very 
quickly establish that there is far more than the usual capital budgeting or product 
line profitability analysis embodied in these case studies. Embedded in the 
“What if?” or sensitivity analysis of these cases are the managerial issues of product - 
pricing and promotion strategies, tax strategy, and the impact of working capital, 
inflation, learning curves, market share, overseas markets, operating leverage and 
interrelated products. 





Available 
Now 


Programs in 
Financial 
Accounting 
Principles 

A Manual of 

Electronic Spreadsheet 
Applications Using 
Lotus 1.2-31M 


Thomas C. Waller, University of Houston—Clear Lake 

This manual and two diskettes of spreadsheets and programs have been developed 
to supplement your regular financial accounting text. It is used with an IBM PC or 
a “compatible” and Lotus 1-2-3.1M | 

Forty-one spreadsheet templates and 17 journal entry tutors (with 147 journal 
entries). These are completely self-contained (i.e., with the accounting problems, 
instructions and answer checking macros on the diskette). 





Avallable 
Now 


Programs In 
Managerial 
Accounting 
Principles: 
A Manual of 
Electronic 
Spreadsheet 
Applications 
Using 

Lotus 1-2-3" 


Thomas C. Waller, University of Houston—Clear Lake 

With this manual and two diskettes students will have the opportunity to solve the 
managerial accounting problems in the medium in which they will be doing it on 
the job. The package has been developed to supplement the regular managerial 
accounting text you are using and is used with an IBM PC or one of its 
“compatibles” and Lotus 1-2-3. 

Two diskettes with 53 partially completed templates for solution of managerial 
accounting problems; spreadsheets for cost-price-volume analysis, income 
projections and variance calculations; files for building a macro library, for file 
management and for introducing various type fonts and graphic characters 
(ASCII #160 and beyond). 





Available 
Now 


Computer 
Assisted 
Practice 
Problem 

in Financial 
Accounting 
The Cantu 
Company 


Thomas C. Waller, University of Houston—Clear Lake 
Richard Pitre, University of Houston—Clear Lake 

This is a unique, accounting practice problem designed to give the student: 
(1) a practical and realistic experience in the use of a general ledger program 
on a microcomputer; (2) a good review of accounting practice and principles; and 
(3) an opportunity to enhance his or her microcomputer literacy. This practice 
problem requires no previous microcomputer experience. 





Available 
Now 


A Computer 
Assisted 
Practice 
Problem 

in Financial 
Accounting 
Music Machines 


Thomas P. Edmonds, University of Alabama-—Birmingham 
David R. Finley, University of Houston 

The practice problem is designed to demonstrate the differences between manual 
and automated accounting systems. It uses the computer to accomplish the tedious 
tasks of journalizing, posting, and preparation of tríal balances. However, it 
requires students to perform an analysis of transactions and the preparation of 
financial statements. 


“Lotus” and “1-2-3 are registered trademarks of Lotus Development Corporation" 





Dame Publications, Inc. 
7800 Bissonnet--Suite 415 
Houston, Texas 77074 
(713) 995-1000 


When requesting examination copies, please indicate course title and text(s) 
currently in use. : 


NEW ACCOUNTING TEXTS FROM DAME PUBLICATIONS, INC. 











New ` Financlal James J. Benjamin, Texas A&M University 
Available ` Accounting Arthur J. Francia, University of Houston 
Now Sixth Edition Robert H. Strawser, Texas A&M University 
l Hardback—720 pages 
New In Managerial Arthur J. Francia, University of Houston 
- January Accounting Mattie C. Porter, University of Houston-Clear Lake 
Sixth Edition Robert H. Strawser, Texas A&M University 
Hardback—661 pages 
New Managerial Frank P. Dougherty, Saint Mary's University 
Available Accounting Samuel H. Jopling, Saint Mary’s University 


Now in Canada Arthur J. Francia, University of Houston 
Revised Edition Mattie C. Porter, University of Houston-Clear Lake 
Robert H. Strawser, Texas A&M University 





` Hardback—620 pages 
New In Cost Accounting: William L. Ferrara, The Pennsylvania State University 
January Planning, Frank P. Dougherty, Saint Mary's University 


Decision-Making I. Wayne Keller, Formerly Controller, Vice President and General Manager of 
and Control International Operations for Armstrong World Industries 
 Hardback—700 pages 





Available Auditing — Thomas D. Hubbard, University of Nebraska, Editor 
Now Concepts* Johnny R. Johnson, University of Georgia, Editor 
Standards e Ann B. Pushkin, West Virginia University, Editor 
Procedures Contributing Authors: 
Revised Edition Wesley T. Andrews, Florida Atlantic University; Jerry B. Bullington, Smith Elliott Kearns 
& Company; Donna-Lynn Welker, University of Central Florida; Louis G. Gutberlet, 
Alexander Grant & Co.; Joyce C. Lambert, University of New Orleans; and Thomas E. McKee, 
East Tennessee State University 





Avallable Readings Thomas D. Hubbard, University of Nebraska 
Now and Cases David J. Ellison, Creighton University 
In Auditing Robert H. Strawser, Texas A&M University 
Fifth Edition ` Paperback—422 pages 





Available ` Cost Accounting Woody M. Liao, University of Houston 





Now forManagerial James L. Boockholdt, University of Houston 
Planning, Decision Hardback—672 pages 
Making and Control 
Revised Edition 
Available Principles James J. Benjamin, Texas A&M University 
Now Of Arthur J. Francia, University of Houston 


Accounting Robert H. Strawser, Texas A&M University : 
Third Edition ` Hardback— 1,040 pages _ 





Avallable Principles Thomas P. Edmonds, University of Alabama—Birmingham, Editor 
January of Sharon M. McKinnon, Northeastern University, Editor 
Accounting Larry F. McCrary, Partner, KMG/Main Hurdman, Editor 
Revised Edition Hardback—1,034 pages 





New In Survey Gary L. Schugart, Texas A&M University 
January of James J. Benjamin, Texas A&M University 
Accounting Arthur J. Francia, University of Houston 
Sixth Edition Robert H. Strawser, Texas A&M University 
Hardback—962 pages 


| 





Dame Publications, Inc. When requesting examination copies, please indicate course title and text(s) 
7800 Bissonnet—-Sulte 415 currently in use. 
Houston, ` Texas 77074 
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THE TAXATION SERIES FOR 1987 FROM DAME PUBLICATIONS, INC. 


ANNUAL EDITIONS: 


James W. Pratt | Federal 


Jane O. Buns ` Taxation 
Willlam N. Kulsrud 1987 
Edition 
Sally M. Jones ; 
Nathan Oestreich Individual 
Edward J. Schnee Taxation 
Steven C. Thompson 1987: 
John C. Tripp ` Edition 
Michael J. Tucker 
Mark A. Vogel Corporate, 
. Partnership, 
Patata, and 
Gift 
Taxation 
1987 
Editlon 


This comprehensive text provides material for a — coverage of Federal 
taxation for undergraduate or graduate students. The fundamentals of income 
taxation of individuals, corporations, partnerships, estates and trust are 
emphasized. Federal estate and gift taxation is included. 

Hardback—1,711 pages 

Student Study Guide, Solutions Manual, Instructor's Guide 


"This text is designed for use in a first course in Federal Taxation at either the 
undergraduate or graduate level. 

Hardback— 1,228 pages 

Student Study Guide, Solutions Manual, Instructor's Guide 


This text is designed for use in a second course in Federal Taxation by either 
undergraduate or graduate accounting, business, or law students. The income 
taxation of corporations and their shareholders is the primary emphasis of this 
text. However, the income taxation of partners and their partnerships are 
discussed in two chapters; and the Federal estate and gift tax rules are covered 
in three additional chapters. 

Hardback—1,192 pages 

Student Study Guide, Solutions Manual, Instructor’s Guide 





COMPREHENSIVE TAX RETURN PRACTICE PROBLEMS: 


Marguerite Hutton Two 1985 
Individual 

Tax Return 

Practice 

Problems 


1985 Tax 

Return Practice 
Problems for 
Corporations, 

S Corporations 
and Partnerships 


_ New every January for Spring adoptions! It will incorporate the most recent - 


Federal tax forms! These tax return practice problems are designed to enhance 
the skills of students of taxation by providing them with a transition between 
classroom learning and the preparation of actual income tax returns. 
Paperback (31 pages 

Solutions Manual 


New every January for Spring adoptions! This practice problem will incorporate 
the most recent Federal tax forms. It is designed to enhance the skills of students 
by providing them with a transition between classroom learning and the preparation 
of actual income tax returns. 

Paperback—102 pages 

Solutions Manual 





COMPUTERIZED LEARNING AIDS FOR TAX INSTRUCTION: 


Jerrold R. Stern TaxComp 
(Federal) 


TaxComp | 
(individual) 


TaxComp H 
(Corporate) 


TaxComp™€ (for Federal Taxation courses), TaxComp I™ (for Individual 
Taxation courses), and TaxComp II™ (for Corporate Partnership, Estate and Gift 
Taxation courses) are now available. All of our TaxComp series use Lotus 1-2-3™ 
templates and workbook exercises that help teach students how to solve tax 
computation and tax planning problems on the IBM-PC or on any IBM compatible 
computer. There is also a Symphon y 1M version of the disk available. Students 
without prior knowledge of microcomputers can be solving tax problems i in less 
than one hour. The TaxComp™ series is keyed to our taxation series but can be 


used with any taxation textbooks. 


Paperback 
All have Solutions Manual 


“Lotus” and “1-2-3” are registered trademarks of the Lotus Development Corporation. 





Dame Publications, Inc. 
7800 Bissonnet-- Suite 415 
Houston, Texas 77074 


(713) 995-1000 


When requesting examination copies, please indicate course title and text(s) 
currently in use. 
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Accounting Faculty 


The University of Massachusetts at Boston seeks applicants for accounting faculty 
positions. Candidates should hold Ph.D. or D.B.A. in Accounting; candidates nearing 
completion of the degree may also be considered. Rank and salary are dependent on 
qualifications. CPA, CMA, and CIA would be a plus. 


The campus has modern facilities and is located at Boston Harbor. The College offers 
undergraduate and MBA courses, and emphasizes quality instruction and research. 
Salary, teaching load and other benefits are very competitive. 


Apply by 12/15/86 to: Dr. Lal C. Chugh, Chairman, Department of Accounting 
and Finance, College of Management, University of Massachusetts/Boston, Har- 
bor Campus, Boston, Massachusetts 02125. Position subject to funding. 


We 
University of Massachusetts at Boston 


Harbor Campus, Boston, MA 02125 
An Affirmative Action/Equal Opportunity/Title IX Employer 


UNIVERSITY OF CAPE TOWN 


Professor & 
Associate Professor: 


ACCOUNTING 


Applications are invited for the above posts, vacant from 1 January 1987. 


Appointment, according to qualifications and experience will be made within the following salary ranges: 
Professor: R37 482 — R45 069; Associate Professor: R3] 782 —- R38 919 per annum. A salary supplementation 
may be paid by the accounting profession under certain circumstances. In addition, there Is an annual bonus 
and attractive staff benefits. 

Applicants must submit a full curriculum vitae and the names and addresses of three referees, not later than 
3l October 1986 to the Registrar (Attention: Appointments Office), University of Cape Town, Private Bag, 
Rondebosch, 7700, Republic of South Africa, quoting Ref. 160 clearly on envelope and letter. 

Further information may be obtained from the Registrar or from the Counselor, Science and Technology, South 
African Embassy, Suite 350, 4801 Massachusetts Avenue, NW. Washington, D.C. 20016. 








The University's stand against apartheid and ali racially discriminating legisiation is on record. information 
on this as well as on the University's policy not to discriminate in the appointment of staff or the selection 
of students on grounds of sex, race or religion is obtainable on request. 

The University of Cape Town is an equal opportunity employer. 
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PRINCIPLES OF 
ACCOUNTING 
Fourth Edition 


AUDITING 
DAN M. GUY and 
C. WAYNE ALDERMAN 
























PAUL H. WALGENBACH, Hardcover/960 pages (tentative) 
ERNEST I. HANSON, and AVAILABLE JANUARY 1987 
NORMAN E. DITTRICH Ancillary package will be 
Hardcover/1120 pages (tentative) | available 











AVAILABLE NOVEMBER 
| 1986! 

Complete aücillary package 
available. | 
COMPUTER 
RESOURCE GUIDE 
Financial Accounting, 
Second Edition 

JOHN WANLASS 

Two IBM PC disks 

NEW PACKAGE 






HBJ FEDERAL TAX 
CO E 1987 

RAY M. SOMMERFELD, 
HERSHEL M. ANDERSON, 
HORACE R. BROCK, and 
JOHN O. EVERETT 
Hardcover/896 pages (tentative) 
AVAILABLE AUGUST 1986! 


ADVANCED 






























AVAILABLE SPRING 1987! ACCOUNTING 
Concepts and Practice 
Second Edition 





Second Edition 
JAN R. WILLIAMS, 

KEITH G. STANGA, and 
WILLIAM W. HOLDER 
Hardcover/1504 pages (tentative) 
AVAILABLE JANUARY 1987! 


Complete ancillary package 
available. 


ARNOLD J. PAHLER and 
JOSEPH E. MORI 
Hardcover/1056 pages/1985 


ELECTRONIC 
SPREADSHEET 
CONSOLIDATIONS 
TEMPLATE 





























Advanced Accounting 
- ARNOLD J. PAHLER 

Available in IBM PC and 
Apple Ie disks 

Second Edition ACCOUNTING 

JAMES M. REEVE THEORY 

Eight different templates Second Edition 

available on IBM PC disk. AHMED BELKAOUI 






AVAILABLE SPRING 1987! Hardcover/484 pages/1985 


HARCOURT BRACE JOVANOVICH, INC. 
College Department 

1250 Sixth Avenue 

San Diego, CA 92101 






THE UNIVERSITY OF ILLINOIS AT CHICAGO 
HEAD 
DEPARTMENT OF ACCOUNTING 


Applications and nominations are invited for the position of Head of the Department of Accounting, 
effective September 1, 1987 or other suitable date. The department will play a key role in the further 
research and graduate program development of the College of Business Administration. At present, the 
department has 18 full-time faculty positions and offers graduate and undergraduate degree programs in 
accounting. 


It is expected that the successful candidate will have strong research credentials, an ability to continue 
research when Head, and a capacity to provide research leadership. Recruitment of accounting faculty 
will constitute an important component of the work. In addition, the candidate must be capable of pro- 
moting active links with professional and academic organizations. 


Closing date for completed applications is February 1, 1987 unless extended. Please send your applica- 
tions and nominations to: 


Professor Richard Kosobud, Chair 

Search Committee for Accounting Department Head 
College of Business Administration 

Box 4348—(m/c 144) 

Chicago, IL 60680 


The University of Illinois is an affirmative action/equal opportunity unicum 


UNIVERSITY OF OTAGO 
Dunedin, New Zealand 
POSITIONS IN ACCOUNTING AND FINANCE 


Applications are being invited for Faculty positions in the Department of Accounting and Finance of the 
Otago Business School. 


Challenging prospects and abundant opportunities are offered in return for industry, zeal and dedication 
in a growing, enthusiastic department. 
Appointees will be required to teach in courses offered at undergraduate, post graduate and post experi- 
ence levels in Accounting and Finance and to contribute to research in these areas. Opportunities exist for 
innovative teaching approaches (at all levels). Applicants with qualifications and expertise in the areas of 
Accounting, Finance, Law and Auditing are encouraged to apply. The recent growth in the number of 
students at the Honours level has led to an expansion in the courses offered for Honours and Post- 
graduate degrees. 
DUNEDIN: Our University is situated in the midst of Dunedin, a picturesque provincial city with a 
population of approximately 100,000. Dunedin is the jumping off point for everything New Zealand is 
famous for... lakes... fiords . . . awesome mountain scenery... . ski resorts . . . hunting, shooting 
and fishing. A more favourable location would be difficult to find. 
VISITS: Positions are tenurable, but applicants will be considered from those seeking visiting appoint- 
ments, particularly if such visits coincide with the New Zealand academie year (February-November). 
Preference for visits will be given to academic researchers. 
DETAILS: Intending applicants should write for further information: available from the undersigned, 
P.O. Box 56, Dunedin, New Zealand. For further information contact Professor Lyall McLean at the 
University (Phone 771-640, Ext. 8823). 
SALARY SCALE: 
$N225,000-$N235,000 per annum 
Senior Lecturer $NZ37,000-5N247,000 per annum 
APPLICATIONS: Applications quoting reference number A86/32 close with the undersigned on 
31 October 1986, or as soon as possible thereafter. 











checkusout 


Talk to your BPI representative about your adoption needs. 


[ ] Accounting Principles 

. Roger H. Hermanson, 

p State University 

James Don Edwards, 

University of Georgia 

R. E Salmonson, 

Michigan State University 
Accounting Principles, Third Edition 


Roger H. Hermanson, 
Georgia State University 
James Don Edwards, 
University of Georgia 

L. Gayle Rayburn, 
Memphis State University 


Financial Accounting, Third Edition 


Ray H. Garrison, 
Brigham Young University 


Managerial Áccounting: Concepts for 
Planning, Control, Decision Making, 
Fourth Edition 


[C] Advanced Financial Accounting 


Lawrence D. Brown, 
SUNY-Buffalo 


The Modern Theory of Financial 
Reporting, First Edition 


Kenneth R. Ferris, 
Southern Methodist University 


Financial Accounting and Corporate 
and Reporting: A Casebook, First Edition 





[C] Auditing 


Jack C. Robertson, 
University of Texas — Austin 
Frederick G. Davis, 
North Texas State University 


Auditing, Fourth Edition 


Jack W. Paul, 

Lehigh University 

The Apple Blossom Cologne Cana 
Audit Case, Second Edition 


Charles L. Holley, 
Virginia Commonwealth University 
Markrich Sportsworld, Inc.: An 


Audit Practice Case, Second Edition 


LD Advanced Accounting 


Joe B. Hoyle, 
University of Richmond 


Advanced Accounting, Second Edition 


E Miscellaneous 


Larry Gene Pointer, 

Texas A&M University 

Richard G. Schroeder, 

University of Texas — El Paso 

An Introduction to the Securities 
Exchange Commission, First Edition 


THE EXCELLENCE YOU DESERVE... 
THE INNOVATION YOU NEED. 


Business Publications, Inc. 


1700 Alma, Suite 390, Plano, TX 75075-6916 (214) 422-4389 


THE FÍSHER EMINENT SCHOLAR CHAIR 
UNIVERSITY OF FLORIDA 


The University of Florida announces the establishment of the Fisher Eminent 
Scholar Chair in Accounting. The endowment for the Chair was part of the gift of 
Mr. and Mrs. Frederick E. Fisher providing endowment for the EUER School of 
Accounting. 


Candidates having records of r scholarly distinction are invited to apply. 


Please send name and vita to the Search Committee prior to February 1, 1987, 


The Fisher Eminent Scholar Search Committee 
c/o A. Rashad Abdel-khalik 

Fisher School of Accounting 

College of Business Administration 

University of Florida | 

Gainesville, Florida 32611 


TEXAS A&M UNIVERSITY 
AIR ACCOUNTING DOCTORAL FELLOWSHIPS 


COLLEGE OF BUSINESS ADMINISTRATION 


IS THE CAREER OF ACCOUNTING PROFESSOR FOR YOU? 


The career of an accounting professor is one of rich intellectual and personal challenge, monetary reward, flexible hours, constant Inquiry, 
and stimulating interaction Ko students, colleagues, and practitioners. 

The demand for accounting professors significantly exceeds supply. Texas A&M University, dedicated to excellence in higher education, 
gan offer the research training and teaching experience necessary to prepare you for a career in academia. 

The Department of Accounting at Texas A&M is pleased to announce its doctoral program grants. 


EXCELLENCE IN THE PURSUIT OF KNOWLEDGE FEHOUNSERE . SUPERIOR ACHIEVEMENT FELLOWSHIPS 


* Full Tuition, 3-Year Grant * [n-State Tuition 
e $15,000 Ann Annually * $10,000 Annuall y 

e. 10-Hours-a-Week Research or Teaching Assistantship * 15-Hours-a-Week Research or Teaching Assistantship 
* One to be Awarded Annually e Two to be Awarded Annually 


ELIGIBILITY AND APPLICATION 
Undergraduates are eligible for "e awards and can concurrently pursue master's and Ph.D. degrees. Please forward a resume, official 

transcript of all undergraduate and Beata records, photocopy of GMAT score if available, and one-page statement of your academic and 
professional objectives to this address: 

Department of Accoun 

Attn: Doctoral Program Ciis 

College of pu mes E 

Texas A&M Univ 

College Station, TX 77943-4355 


TEXAS A&M UNIVERSITY 
Established in 1876, Texas A&M University is the state's oldest public institution of higher learning and one of the few universities In the 
country to hold pom land- -grant and sea-grant titles. The aei s 1985 D enrollment exceeded 35,700 students, enrolled in 10 academic 
colleges, making Texas A&M among the 10 largest universities in the nation. Texas A&M ranks first in the Southwest and among the tap 20 
d nationally in level of research funding. 
The College of Business Administration is one er the largest in the United States. In terms of full-time enrollment, the College has some 
6,200 students in its bachelor's, master's (MBA, MS), aud Ph.D. programs. The size of the faculty has growa rapidly in recent years and 


today numbers more than 157. 
CONTACT FOR FURTHER INFORMATION 
James J. Benjamin Wanda A. Wallace 
Director, Accounting Ph.D. Admissions . Coordinator, Ph.D. Accounting 
Head, ment ‘of Accounting Academic Programs 
409/84 409/845-4069 





Accounting Problem # 1*1: 
Finding the Right Textbook 


o PRINCIPLES. 


OF ACCOUNTING 








ERIC G. FLAMHOLTZ (University of California, Los 
Angeles), DIANA TROIK FLAMHOLTZ (Loyola 


Marymount University), and MICHAEL A. DIAMOND 


(University of Southern California). 
1987 1100 pages 
WITH: A full supplemental package of instructional materials 


PRINCIPLES OF ACCOUNTING is THE SOLUTION 
to your adoption needs: 


Ut 


Q PRAGMATIC BALANCE BETWEEN CONCEPTS 
AND PROCEDURES 


@ APPLIED, REAL-WORLD EMPHASIS 
@ CONTEMPORARY FLAVOR 


EXCEPTIONAL MICROCOMPUTER 
APPLICATIONS 


@ EXCEPTIONAL END-OF-CHAPTER MATERIAL 


o MODERN COVERAGE OF MANAGERIAL 
ACCOUNTING 


@ COMPLETE PACKAGE 





Look to Macmillan for all your textbook needs. 
CALL TOLL-FREE 1-800-428-3750, or write: 


MACMILLAN PUBLISHING. COMPANY | 


College Division/866 Third Avenue/New York, N.Y. 10022 








DEPARTMENT OF ACCOUNTANCY — — 
ANNOUNCEMENT OF FACULTY OPENINGS 


ry Ti 





QUALIFICATIONS: Candidates will have a doctorate In hand or be near the final stages of completion. 
Business experience is desirable but not essential. Commitment to teaching excellence and to 
computer integration in the accounting curriculum is essential. Qualified faculty are expected to 
produce research and are supported by load reductions and appropriate computer facilities. 


RESPONSIBILITIES: To teach accounting at the undergraduate and graduate levels. Typically, the 
teaching load Is three courses per semester with no more than two preparations. 


RANK, SALARY AND BENEFITS: Salary and rank are open and commensurate with academic back- 
ground and professional experience. Faculty salaries have perennially been in the top ranges of 
compensation scales published by the AAUP. 


CAMPUS AND COMMUNITY: Bentley is a anang: independent, accredited, co-educational institution 
with a 70-year reputation for quality education In accountancy. The school enrolls over 8,000 under- 
graduate students and 1,600 graduate students in a variety of business related disciplines. The 
Department of Accountancy has over 2,000 majors with a full-time faculty of 28 individuals. The 
modern 104 acre suburban campus is located nine miles west of Boston on the crest of Cedar Hill In 
Waltham. The college co-publishes the Kent/Bentiey Review and is a charter member of the Coopers A 
Lybrand Curricutum Development program. 


REPLY TO: Applicants are urged to send their current resume to: Dr. H. Lee Schlorff, - 


Chairman, Department of Accountancy, Bentley College, Waltham, MA 02254. 


Bentley College 


An Equal Opportunity/Affirmative Action Employer 


UNIVERSITY OF CALIFORNIA, IRVINE 
FHP FOUNDATION CHAIR 
IN HEALTH CARE MANAGEMENT 


The Graduate School of Management is seeking an internationally recognized scholar for the FHP 
Foundation Chair in Health Care Management. This person could come from any one or a combination 
of the major scholarly disciplines related to health care delivery and management, including manage- 
ment, accounting, finance, economics, operations research, organizational behavior, MIS, medicine, 
public health and relevant social sciences, e.g., political science, sociology and economics. He or she 
should be committed to utilizing the health care arena, and health care organizations in particular, as the 
focus for further scholarly work, and to devote this work directly to efforts to understand the conditions 
influencing the effectiveness and productivity of programs, organizations and individuals in this area. 

The holder of the FHP Foundation Chair will be required to assume the normal activities of a senior 


professor in the Graduate School of Management and will be expected to conduct quality research on 
health care management, to teach master's and doctoral students in the School and to participate in 
. faculty, campus and University affairs. The FHP Foundation Professor would also develop new courses 
and design new research and continuing education programs in the broad field of management for 
students and health care professionals. 


Please send resume, names of at least three references and a letter outlining teaching and 
research interests to: 


Dean Newton Margulies 
Graduate School of Management 
University of California, Irvine 
Itvine, CA 92717 


Application deadline—December 15, 1986. UCI is an affirmative action/equal opportunity 
employer. 
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_ Perfect for Teachers a ` ` 
Federal Tax Law, Tax Accounting, Tax Planning, and Business Administration 


FEDERAL TAXATION ` 
` BASIC PRINCIPLES & ADVANCED TOPICS - 


Designed for One or Two Course Sequence 
Volumes Available Separately | 





These two unique, new tax helps clarify federal tax law 
and coordinate it with tax accounting, compliance, tax plan- 
ning, and business management to show students how to keep 
tax liabilities at legal lows. 


















Both BASIC PRINCIPLES and ADVANCED 
TOPICS organize and explain tough tax topics in the 
same, easy-to-understand format: 


@ Learning Objectives — pinpoint what students need to know 
to be skillful tax planners. 

@ Step-by-Step Presentation — assures that tax concepts and 
tax-handling methods follow in logical sequence. 

@ Issue Identification — gives students practice in spotting 
what’s at stake in tax-planning options. 

@ Tax-Planning Pointers — guide students in applying the latest 
planning strategies to realistic tax situations. l 

@ “Thought Teasers” — let students test their understanding of 
tax problems and their skills in solving them. 

@ Examples of real-life tax-savings bonanzas and blunders — 
dramatize for students what works or does not work in tax 
planning. 

@ Tax Practice Set — provides students with hands-on ex- 
perience in solving representative individual and corporate 

. tax problems. 

@ Historical Recaps — supply students with law background ii i 
where needed to shed light on today's tax questions. Ka ST NF. kg 

@ Finding Devices — enable quick location of information; y i T 
there are topical indexes, glossaries, and tables of content, 
tax data, cases, and source citations. 

@ Annual Revision — assures up-to-date accuracy of tax data, 
the latest accounting methods, and planning strategies. 


Ephraim P. Smith, Coordinating author; 
Rolf Auster, Joseph E. Gibson, Philip J. 
Harmelink, James R. Hasselback, Lawrence 
A. Kreiser, and Myron S. Lubell, 
Contributors. 


TEACHERS SEND FOR YOUR 
, FREE EXAMINATION COPIES TODAY? 


COMMERCE, CLEARING, HOUSE, INC. 


Ku Qn? ANANAS 
PUSLISHERS of TOPICAL LAW REPORTS 


4025 W. PETERSON AVE. CHICAGO, ILLINOIS 60646 


BASIC ADVANCED | Both Volumes Special Student Published | Instructor's Guide 
PRINCIPLES TOPICS 67," x 9," Price on Annually | With Each Volume 
880 pages 752 pages Hardbound Quantity Adoption in duly No Extra Charge 

















Publications 


from 
The American Accounting Association 
GENERAL INTEREST 
AAA Non- 
Members Members 
Price Level Changes and Financial Statements, Case Studies of Four Companies T E 
by Ralph C. Jones, 179 pages $ 3.00 $ 3.00 
Price Level Changes and Financial Statements, Basic Concepts and Methods i 
by Perry Mason, 28 pages $ 1.00 $ 1.00 
‘Effects of Price Level Changes on Business Income, Capital and Taxes 
by Ralph C. Jones, 199 pages $ 3.25 $ 3.2b 
Accounting and Reporting Standards for Corporate Financial Statements and 
Preceding Statements and Supplements 
AAA, 64 pages $ .50 $ 1.00 
A Statement of Basic Accounting Theory 
by The Committee to Prepare a Statement of Basic Accounting Theory, 100 
pages $ 3.00 $ 6.00 
Statement on Accounting Theory and Theory Acceptance 
by The Committee on Concepts and Standards for External Financial Reports, 
61 pages : $ 3.00 $ 6.00 
A Statement of Accounting Principles 
by Sanders, Hatfield and Moore, 138 pages $ 3.00 $ 6.00 
Accounting Students and Abstract Reasoning 
by George E. Shute, 71 pages $ 3.00 $ 6.00 
Notable Contributions to the Periodical International Accounting Literature— 
1975-78 
by the international Accounting Section of the AAA, 168 pages $ 6.00 $ 8.00 
A Review of Innovative Approaches to College Teaching 
by Beatrice Gross and Ronald Gross, 68 pages $ 3.00 $ 6.00 
A Compendium of Research on Information and Accounting for Managerial Decision l 
and Control in Japan 
by Seiichi Sato, Kyosuke Sakate, Gerhard G. Mueller and Lee. H. Radebaugh, 
159 pages $ 8.00 $10.00 
Annotated international Accounting Bibliography 1972-1981 
by Abdel M. Agami and Felix P. Kollaritsch, 175 pages $ 5.00 $ 7.00 
MONOGRAPHS* 
No. 3. An Introduction to Corporate Accounting Standards 
by W. A. Paton and A. C. Littleton, 156 pages $ 3.00 $ 6.00 
No. 5. Structure of Accounting Theory | 
by A. C. Littleton, 234 pages $ 3.00 $ 6.00 
No. 8. The Philosophy of Auditing 
by R. K. Mautz and Hussein A. Sharaf, 248 pages $ 3.00 $ 6.00 


All members of the American Accounting Association are entitled to purchase publications listed at the membar's prices. Make 
checks or money order payable to American Accounting Assoclation. Orders for addresses within the United States will be 
malled fourth class, postage paid. Orders going to destinations outside the United States and Canada will be sent by surface 
rate. In all cases, if special handling Is requested, the costs will be assumad by the purchaser. 

* Monographs Number 1, 2, 4 and 7 are out of print. 


™ n 


ACCOUNTING RESEARCH STUDY SERIES 


No. 1. Investment Analysis and General Price-Level Adjustments ` 
by T. R. Dyckman, 76 pages 
No. 2. Accounting and Information Theory 
by Baruch Lev, 84 pages 
No. 3. The Allocation Problem in Financial Accounting Theory 
by Arthur L. Thomas, 122 pages 
No. 4. Accounting Controls and the Soviet Economic Reforms of 1966 
by Bertrand Horwitz, 74 pages 
No. 5. /nformation Evaluation 
by Gerald A. Feltham, 149 pages 
No. 6. A Statement of Basic Auditing Concepts 
by The Committee on Auditing Concepts, 58 pages 
No. 7. Valuation of Used Capital Assets 
by Carl Beidleman, 84 pages | 
No. 8. Obtaining Agreement on Standards in the Accounting Profession 
by Maurice Moonitz, 93 pages 
No. 9. 7he Allocation Problem: Part Two 
by Arthur L. Thomas, 194 pages 
No. 10. 7heory of Accounting Measurement 
by Yuji ljiri, 210 pages 
No. 11. 7he Impact of Audit Frequency on the Quality of Internal Control 
by Russell M. Barefield, 86 pages 
No. 12. A Comparative Analysis of Selected income Measurement Theories in Finan- 
cial Accounting 
by James A. Anderson, 120 pages 
No. 13. Measurement and Accounting Information Criteria 
by Theodore J. Mock, 116 pages 
No. 14. Phantasmagoric Accounting 
by Robert E. Jensen, 209 pages 
No. 15. Adaptive Behavior: Management Control and Information Analysis ` 
by Hiroyuki Itami, 166 pages 
No. 16 Earnings or Cash Flows: An Experiment on Functional Fixation and the Valua- 
tion of the Firm 
^. by A. Rashad Abdel-khalik and Thomas F. Keller, 101 pages 
No. 17. Human Information Processing in Accounting 
by Robert H. Ashton, 215 pages 
No. 18. 7ripfe-Entry Bookkeeping and Income Momentum 
by Yuji ljiri, 53 pages 
No. 19. Review of Forecasts: Scaling and Analysis of Expert Judgments Regarding 
Cross — impacts of Assumptions on Business Forecasts and Accounting Measures 
by Robert E. Jensen, 236 pages 
No. 20. A Contract Perspective on Accounting Valuation 
by John S. Hughes, 92 pages 
No. 21. Security Analyst Multi-Year Earnings Forecasts and the Capital Market 
by Philip Brown, George Foster and Eric Noreen 171 pages 
No. 22. Essays in Accounting Theory 
by Carl Thomas Devine, Five Volumes 
Hardcover Set (ail five volumes) in two books, total 892 pages 
Paperback 
Volume L 172 pages 
Volume li, 160 pages 
Volume lii, 144 pages 
Volume IV, 192 pages 
Volume V, 224 pages 


AAA 
Members 


$ 4.00 
$ 4.00 
$ 4.00 
$ 4.00 
$ 4.00 
$ 4.00 
$ 4.00 
$ 4.00 
$ 4.00 
$ 4.00 
$ 4.00 


$ 4.00 
$ 4.00 
$ 4.00 


$ 4.00 


$ 4.00 
$ 6.00 


$ 6.00 


$11.00 
.$ 7.00 


$ 8.00 


$50.00 


$ 8.00 


$ 8.00 ` 


$ 8.00 
$ 8.00 
$ 8.00 


Non- 
Members 


$ 6.00 
$ 6.00 
$ 6.00 
$ 6.00 
$ 6.00 
$ 6.00 
$ em 
$ 6.00 
$ 6.00 
e em 
$ 6.00 


$ 6.00 
$ 6.00 
$ 6.00 
$ 6.00 


- $ 6.00 


$ 9.00 
$ 9.00 


$15.00 
$10.00 


$12.00 


$80.00 


$12.00 
$12.00 
$12.00 
$12.00 
$12.00 


No. 23. Behavior of Test Statistics in the Auditing Environment: An Empirical Study 
by Gordon L. Duke, Robert A. Leitch and John Neter, 178 pages 

No. 24. Probabilistic Choice Models and Information 
by Ronald W. Hilton, 194 pages 

No. 25. Univariate Time-Series Analysis of Quarterly Earnings: Some Unresolved 
issues 
by William S. Hopwood and James C. McKeown, 52 pages 

No. 26. Comparison of Audit Methodologies of Large Accounting Firms 
by Barry E. Cushing and James K. Loebbecke, 95 pages 

No. 27. The Effect of Local Government Accounting Practices on Accounting 
Numbers and Creditor Decisions 
by Robert W. Ingram and Ronald M. Copeland, 110 pages 


ACCOUNTING EDUCATION SERIES** 

No. 2. Researching the Accounting Curriculum: Strategies for Change 

edited by William Ferrara, 227 pages 
No. 3. The Core of the Curriculum for Accounting Majors 

by Richard E. Flaherty, 234 pages | 
No. 4. Empirical Research in Accounting: A Methodological Viewpoint 

by A. Rashad Abdel-khallk and Bipin B. Ajinkya, 125 pages 
No. 5. Developing Communications Skills for the Accounting Profession 

by Robert W. Ingram and Charles R. Frazier, 66 pages ` 
No. 6. Accounting Structured in APL 

by Yuji Ir, 151 pages 
No. 7. Computer Assisted Analytical Review System 

by William R. Kinney, Jr., Gerald L. Salamon and Wilfred C. Uecker, 76 pages 


THE ACCOUNTING REVIEW 
The Accounting Review - 
AAA quarterly journal, published since 1926 (price is for a single issue) 
(quarterly — January, April, July and October) 
All issues (except April 1977 and April 1981) from 1976 to present may be 
purchased from AAA. issues prior to January 1976 may be purchased from 
Kraus Reprint Corp., 16 E. 46th St., New York, NY 10017 


INDEX 
An index to the Accounting Review, 1926-7978, Quarterly Journal of the 
American Accounting Association and Papers and Proceedings of the American 
Association of University Instructors of Accounting 1917-1925 
prepared by Gary John Previts and Bruce Committe, 541 pages 


VIDEOCASSETTES 

No. 1. Current Value and GPL Accounting: A Conversation with John C. Burton 
and Robert T. Sprouse 

Length: 43 minutes; color; 3*4 ^ tape (1976) 
No. 2. The Conceptual Framework of Financial Accounting 

Length: 42 minutes; color; ?4" taps (1978) 
No. 3. Management's Responsibilities for internal Accounting Control: The im- 
pact of the Foreign Corrupt Practices Act 

Length: 46 minutes; color; 34 " tape (1979) 
No. 4. Academic Careers in Accounting 

Length: 47 minutes; color; 34^ tape (1983) 


** Accounting Education Series No. 1 is out of print. 


AAA 
Members 


$ 8.00 
$11.00 


$ 7.00 


$ 7.00 


$ 7.00 


$ 4.00 
$ 6.00 
$ 4.00 


.$ 3.00 


$ 6.00 
$ 8.00 


$ 3.00 


$10.00 


$85.00 
$85.00 


$85.00 
$85.00 


Non- 
Members 


$12.00 
$15.00 


$10.00 
$10.00 


$10.00 


$ 6.00 
$ 8.00 
$ 6.00 
$ 6.00 
$ 8.00 
$12.00 


$ 7.50 


$20.00 


$85.00 
$85.00 


$85.00 
$85.00 





THE ACCOUNTING TEXT 
WITH A COMPUTER LINK 





Prepare students for accounting careers in the elec- 
tronic office. The new edition of Accounting: Principles and 
Applications, by Brock, Palmer and Cunningham, provides the 
up-to-date coverage of computerized accounting systems 
and the hands-on microcomputer problems required in mod- 
ern accounting courses. 

The microcomputer problems and the activities con- 
tained in two practice sets—Sight and Sound Electronics and 
Skeeter's Pizza Parlor—can be completed on a computer 
using Microcomputer General Ledger System by Hamilton. 
For a more comprehensive microcomputer program, 
consider The Shoebox Accountant (School Version) from 
CYMA/McGraw- Hill. 


. To order, contact your Gregg/McGraw-Hlll sales office. 


GREGG/McGRAW-HILL 


PO. Box 401, Hightstown, NJ 08520 (609) 426-5000 e PO. Box 996. Norcross. GA 30091 
(404) 449-1837 « 13955 Manchester Road. Manchester. MO 63011 (314) 256-2222 
One Continental Towers, Suite 404, 1701 Golf Road. Rolling Meadows. IL 60008 
(312) 439-1800 e 8301 Ambassador Row, Dallas. TX 75247 (214) 631-0096. 

8171 Redwood Highway, Novato. CA 94947 (415) 897-5201 
1221 Avenue of the Americas, New York, NY 10020 (212) 512-4736 


RESEARCH STUDY #18 


TRIPLE-ENTRY BOOKKEEPING AND. 
INCOME MOMENTUM 


By von [JIRI 


Is double-entry bookeeping “absolutely perfect" as it has been claimed? 
Would it not be possible to extend it logically to triple-entry book- 
keeping? If so, what would be the dimension that is destined to become 
the third dimension in the triple-entry system? | 


It is trivial to add an arbitrary third dimension and call it triple-entry 
bookkeeping, since if anything can appear as the third dimension, there 
is ho room for theory, even if the resulting system is useful from a 
practical standpoint. The essential requirement for a solution to the 
double-entry problem is, therefore, that the third dimension must be 
logically deducible from the existing two dimensions (the debit and the 
. credit) of double-entry bookkeeping. 


In this publication, the dichotomy of the double-entry- bookkeeping 
system is critically examined to find the logic that binds the existing two. 
dimensions. It is then shown that this dichotomy in the existing system 
„iş in fact an imperfect subset of a natural trichotomy upon which a 
system of triple-entry bookkeeping can be constructed. An examination 
of this new system, however, reveals that it is deficient in one major 
aspect. This in turn leads to still a newer type of triple-entry bookkeeping 
which indeed extends bookkeeping from a two-dimensional space to a 
three-dimensional space. Some new accounts and new forms of state- 
ments are examined along with their implications to financial reporting 
and accountability. At the end of the publication, it is pointed out that 
the publication solves only a half of the double-entry problem since 
there remains another half of double-entry bookkeeping that seems to 
defy any attempt to extend it logically to a triple-entry system. 


“Triple-Entry Bookkeeping and Income Momentum," a fifty-three 
page publication by Yuji Ijiri, is available to members of the Association 
for $6.00 per copy and to non-members of the AAA for $9.00 per copy. 
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SELECTED ACCOUNTING 
AND AUDITING CASES 
| from the ~ 
TRUEBLOOD PROFESSORS’ 
SEMINAR PROGRAM 


The material is a teaching and learning package of 
two volumes designed for instructors and students, 
consisting of a: 


e Discussion Leader's Guide 
e Student Case Book 





The 28 cases from actual practice prepared by top audit partners of 
Touche Ross & Co. may be used as a complete advanced course, or as 
supplemental material in graduate programs and professional accounting 
seminars. In the Discussion Leader's Guide each case includes a state- 
ment of objectives and a list of applicable professional pronouncements. 
Also included are the business assumptions surrounding the cases, 
appropriate discussion background and a solution. The Student Case Book 
contains all cases, and on a selective basis other material as appropriate. 





Copies may be ordered from: 
The American Accounting Association 
5717 Bessie Drive 
Sarasota, FL 33583 


Discussion Leader’s Guide, 200 pages, paperback..... EEN 6.00 
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by 
Richard E. Flaherty 


234 pages 


This publication presents the results of a research study designed to assist in 
the evaluation and development of accounting curricula in colleges and uni- 
versities. Specific objectives of the study included identification of a body of 
common accounting knowledge, identification of cores of accounting knowl- 
edge for various areas of specialization, determination of the degree of emphasis 
which ought to be placed upon conceptual knowledge and technical ability for 
various accounting topics and determination of the relative importance of . 
~ accounting topics. Also, the views of accounting educators and accounting 
practitioners with respect to various accounting topics are compared. Opinions 
of individuals with recognized expertise in accounting education and account- 
ing practice were gathered and served as the data source for the study. 

The results indicated that, on an overall basis, respondents placed more 
emphasis upon conceptual knowledge than upon technical ability. Also, sig- 
nificant differences between importance responses of educators and practi- - 
tioners were found for a majority of the questionnaire topics. The author dis- 
cusses some implications of these and other findings in the concluding chapter 
and raises questions which can best be addressed through additional research. 
Also included in the publication is a lengthy bibliography which should be 
useful to researchers dealing with accounting education issues. 

The findings should be interesting and useful to educators responsible for | 
evaluating and developing accounting curricula. Likewise, textbook authors 
should find the study useful. Tur findings should also be of interest to account- 
ing practitioners. 
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